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REPORTS ON MATURING RESEARCH 


SOME OBSERVATIONS ON RECENT STUDIES 
OF INVESTMENT RISK* 


ELEANOR BAGLEY DANIEL 
The Mutual Life Insurance Company of New York 


“INVESTMENT RISK,” defined loosely, is the probability of losing 
money—or relative purchasing power—in making a financial invest- 
ment. In actual practice, of course, investment losses and yields, 
and costs as well, constitute an indivisible investment package. 
Whether or not the investor is conscious of it, most investment 
situations involve either a balancing of higher yields against poten- 
tially higher costs or losses, or such alternatives as reducing loss 
through more expensive supervision procedures. The discussion, 
therefore, may also bring in these other components of investment 
results. And, as a final point of definition, since probabilities of 
loss mean more when they are both derived from, and applied to, 
broad samples of investment experience, this discussion will pro- 
ceed chiefly in terms of investment by institutions rather than by 
individuals. 


REASONS FOR STUDYING INVESTMENT RIsK 


Interest in investment risk has been many sided. It has been 
studied by, or at the instigation of, such regulatory bodies as the 
FDIC, the Comptroller of the Currency, the Board of Governors 
of the Federal Reserve System, and state banking and insurance 
departments; underlying their interest have been such problems 
as the adequacy of investment reserves and asset values established 


* This paper is one of three presented at a meeting of the American Finance Asso- 
ciation in Chicago on December 27, 1952. The program was planned by Donald B. 
Woodward, The Mutual Life Insurance Company of New York, and was under the 
chairmanship of Harold Fraine, University of Wisconsin. 
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by the institution subject to their supervision. The Treasury has 
been interested to determine what deductions from taxable income 
banks should be permitted to cover anticipated investment losses. 
The FHA has desired to improve selection and classification of 
mortgage risks for insurance and valuation of mortgage insurance 
accounts. State legislatures have called for evidence on investment 
experience when faced with requests to broaden permitted areas of 
investment for personal trusts, savings banks, and life insurance 
companies. Congressional committees have wanted experience data 
to show the level of mortgage interest rates needed to attract pri- 
vate funds into housing. Private rating agencies have naturally 
been interested. 

Except as a reflection of the demands of regulation and legisla- 
tion, surprisingly little call for the scientific study of investment 
risk has come from operating investment men. This is understand- 
able. Those versed in the complexities of individual investment 
problems naturally tend to regard generalized statistical informa- 
tion as superficial and not subject to practical application. The 
demand for the bird’s-eye view is more apt to come from top man- 
agement; in life insurance companies added impetus has been given 
by invidious comparisons between the broad base of historical 
knowledge on which insurance operations rest and the lack of 
similar organized information for investments. 

In recent years, however, more investment men have found ex- 
perience studies useful if only to give perspective to their own 
thinking—to prevent decisions from being too much colored by 
what happened just yesterday, or to fill out personal backgrounds 
limited to only one type of institution, one geographical area, or 
one era of business conditions. 


THE PRESENT STATE OF KNOWLEDGE 


All the investment experience data now in hand are fragmentary. 
They are cast in different torms, vary in comprehensiveness, cover 
different periods. True synthesis of the findings is as yet impossible. 
We know something of broad comparative experience on mortgages, 
bonds, preferred and common stocks—an aid to judgment in the 
appropriate disposition of investment funds. For some classes of 
investment we can identify and measure the past effects of risk 
elements known at acquisition or emerging afterward—information 
useful in selecting and supervising investments to minimize loss 
and maximize yield in the light of each institution’s own needs. 
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We know very little about the timing of investment acquisition and 
disposal to take full advantage of market situations. 

Let me note first some recent studies dealing with broad com- 
parisons and then comment on the present state of knowledge for 
individual classes of investment. 


1. BROAD COMPARISONS 


Although no major study reports experience on all forms of long- 
term investment, a few tentative conclusions can be pieced together. 

Two recent studies of life company experience are particularly 
illuminating. One (unpublished), by the Research Division of 
Mutual of New York, covers yields and losses on all investments 
for fourteen companies from 1932-51; the division of losses and 
gains between mortgages and securities is also known. The other, 
by the Research Staff of the Life Insurance Association of America,’ 
covers results for bonds and total stocks by industrial group for 
eighteen companies from 1929-51. 

The fourteen companies took losses and gains ranging in annual 
yield terms from —.27 per cent to +.20 per cent. Their results 
cast doubt on that brand of investment determinism which believes 
that higher yields are obtained only at the expense of higher losses. 
The two bore no discernible relationship; in fact two companies 
which started by taking among the lowest net yields wound up 
with much the largest losses.2 Of the seven companies which 
realized the highest yields after gains and losses, six put out their 
funds at the highest yield to begin with. This suggests that skilful 
investment management might even succeed in maximizing yield 
and minimizing loss at the same time. 

a) Mortgages vs. securities—While these two analyses differ 
in scope, they indicate that life insurance companies over the last 
twenty years have generally taken losses on mortgages and profits 
on securities. Unfortunately, the studies do not show whether gross 
mortgage yields were sufficiently higher to compensate for the net 
loss—and incidentally, greater expense—entailed in mortgage in- 
vestment. Unfortunately, too, results for urban and farm loans are 
not segregated. 

b) Bonds vs. stocks ——Net profits on bonds not only comprised 
the lion’s share of total security profits, as might be expected from 
their greater importance in total assets, but—and this may sur- 

1. Life Insurance Association of America, Investment Bulletin No. 129 (Novem- 
ber 15, 1951). 


2. Including reserve provision for future losses. 
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prise some—slightly exceeded stock profits in yield terms (.15 per 
cent as against .12 per cent).* However, as in Dwight Rose’s 
earlier (1908-27) study* of fire insurance companies, stocks re- 
turned substantially more (4.77 per cent) than bonds (3.29 per 
cent) when income and capital gains were combined; this was true 
even if lower-yielding governments were omitted from the bond 
total. 

Obviously, bond investment was not a one-way street. Life com- 
panies took large gross losses on bonds. (On one category, rail 
bonds, they took substantial net losses.) And the profits which more 
than absorbed gross losses may have been non-recurring in nature. 
About 60 per cent of net profits were on governments: about half 
were taken in the years of sharp interest rate decline, 1945-46. 
In relation to amounts liquidated, state and municipal bonds 
produced the largest net profits of all. Thus it is apparent that the 
causes underlying bond profits were the sharp decline in general 
interest levels, opportunities presented by the pegged term struc- 
ture of rates, and the increasing market value of tax exemption. 
Repetition on a large scale of this type of opportunity for profits 
seems unlikely, the more so since call premiums tend to place a 
ceiling on the amount of profits which can be taken. It seems pos- 
sible, therefore, that the margin of difference between loss rates on 
mortgages and bonds, and the slight profit advantage of bonds over 
stocks, might be narrower in the future than in the past. 


2. EXPERIENCE BY CLASS OF INVESTMENT 


Other studies recently completed or under way probe in more 
detail into investor experience with each major class of investment. 

a) Corporate bonds——The National Bureau of Economic Re- 
search, through its Financial Research Program, has blazed the way 
in identifying specific risk factors, which appear to produce better or 
poorer investment experience for bonds, urban mortgages, farm mort- 
gages, and in consumer lending. As yet, only some preliminary 
results are available from the Bureau’s monumental Corporate 
Bond Project under the direction of Dr. W. Braddock Hickman.® 


3. The results of preferred and common stock investment are not separated, but in 
aggregate the first was unquestionably more important. Opportunities for realizing 
either profits or market losses on stocks were limited by the fact that the companies 
disposed of a lower volume of stocks in relation to their average portfolios than of 
bonds. 

4. Dwight C. Rose, A Scientific Approach to Investment Management (New York 
and London: Harper & Bros., 1928). 

5. W. Braddock Hickman, Trends and Cycles in Corporate Bond Financing, Occa- 
sional Paper 37 (New York: National Bureau of Economic Research, 1952). Life In- 
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This records experience on virtually all fixed coupon single maturity 
domestic bonds in the American market from 1900 through 1943. 
These fragments only whet the appetite for what is to follow. They 
stress above all the importance of careful selection of industries 
with due regard to forces of secular growth and deterioration. The 
large bonds in this study (issues of $5,000,000 and over) which 
had been extinguished by the end of 1943 were offered at an aver- 
age yield of 5.31 per cent. Net capital gains of .08 per cent, taken 
despite the fact that one-fifth of total offerings were extinguished 
following default, raised the total realized yield for the period to 
5.39 per cent. (On smaller issues, however, sufficiently large losses 
were taken to produce an over-all annual loss of .05 per cent.) 
Realized yields were highest for large industrials, followed by 
utilities, rails, and street railways in the order named. 

As the same time, as in the life insurance study, realized yields 
and loss or default rates did not move together in any consistent 
pattern. In relation to total offerings large utilities had the lowest 
default rates but industrials produced the highest realized yields. 
The annual percentage of loss taken on large bonds extinguished 
following default moved in almost precisely the reverse order to 
default rates, being highest on utilities and lowest on street rail- 
ways and rails.® 

Such puzzling relationships emphasize once again that investment 
is not a simple process of sorting sheep from goats, of buying 
“good” bonds and rejecting “bad,” but a complex business of bal- 
ancing probable losses against returns over an investment period 
which is in itself an important consideration in the yield cal- 
culation.” 
surance Association of America, Jnvestment Bulletin No. 27 (November 15, 1948), 
No. 30 (December 22, 1948), No. 36 (March 21, 1948), No. 78 (November 7, 1950), 
and No. 129 (November 15, 1951). Symposium, “Corporate Bond Experience Re- 
examined,” Banking (December 1952), pp. 35-50. New York State Bankers Associ- 
ation, Trust Division, “A Report by the Trust Investment Study Committee, New 
York, 1949.” Life Insurance Association of America and American Life Convention, 


A Report in Support of Proposed Amendments to Article 5, Section 81, of the New 
York Insurance Law, January 30, 1951. 

6. And yet during the thirties railroad bonds, once in default, remained in default 
over a much longer period than the other categories. Their lower loss rate seems sur- 
prising in view of this fact, although it may be accounted for by the spreading of loss 
over a longer period. In any case these loss rates fail to include an important deduc- 
tion from the investor’s return because of the cost of handling default situations. Pre- 
sumably, such costs would be increased by a protracted default period. 

7. The complexity is re-emphasized by the experience of the eighteen life companies. 
Despite the low esteem in which railroad bond performance has been held in recent 
years, the companies realized 3.75 per cent on rail bonds (1929-51) as against 3.70 
per cent on the favored utilities and 3.31 per cent on industrials. This was, of course, 
largely, though not exclusively, a reflection of the greater concentration of rail acqui- 
sitions in an era when interest levels were higher. 
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In addition to bond behavior by industry we also have indica- 
tions that defaults may have been heavier and calls lighter for 
bonds of smaller obligors (although this may well have been a 
secondary effect of age and type of business); that rating grades 
at offering provided some guide to future experience, but legal lists 
proved unnecessarily restrictive, requiring investors to take lower 
yields without evidencing ability superior to rating grades and 
market ratings to guide investors away from default. As an aid in 
portfolio supervision® we know that interest defaults, even though 
remedied, tended about half the time to be precursors of still more 
defaults. 

Further analysis may reveal other factors ranking with industrial 
trends as important determinants of investor experience. On the 
basis of preliminary data I have been privileged to see I suspect 
that the point in the cycle at which bonds are offered will surely 
stand out among them. 

b) Urban mortgages.—Until analysis of the Bond Project is 
further advanced, we have more risk knowledge for urban mort- 
gages than for bonds. This is strange because for many years Edgar 
Lodge’s analysis® of the experience of the Home Title Insurance 
Company (1906-34) was virtually unique although the Pruden- 
tial, Lincoln National, and Mutual Life Insurance companies had 
made intensive unpublished studies of their own experience. The 
rapid expansion of broader information has come since World 
War II in such studies as John Lintner’s examination’® of the 
Massachusetts savings banks (1918-46), and the three National 
Bureau studies by R. J. Saulnier,"' Carl Behrens,’* and C. Lowell 
Harriss,"* dealing with mortgage experience of life insurance com- 


8. Some fifteen years ago, Gilbert Harold examined the possibility of using changes 
in quality ratings as a post-selection criterion for corporate bonds. He concluded that 
they provided no consistent forecast so that “the investor must seek other less simple 
guides on the question whether he should make any move with respect to his bond 
portfolio.”) See Bond Ratings as an Investment Guide (New York: Ronald Press, 
1938), p. 192. 


9. Edgar A. Lodge, A Mortgage Analysis, 1906-1934 (Home Title Guaranty Co., 
1935). 


10. John Lintner, Mutual Savings Banks in the Savings and Mortgage Markets, 
Harvard University, Graduate School of Business Administration (Andover, Mass.: 
Andover Press, Ltd., 1948). 


11. R. J. Saulnier, Urban Mortgage Lending by Life Insurance Companies (New 
York: National Bureau of Economic Research, 1950). 


12. Carl F. Behrens, Commercial Bank Activities in Urban Mortgage Financing 
(New York: National Bureau of Economic Research, 1952). 


13. C. Lowell Harriss, History and Policies of the Home Owners’ Loan Corporation 
(New York: National Bureau of Economic Research, 1951). 
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panies (1920-46), commercial banks (1920-47), and the HOLC 
(1933-51), respectively. 

In these studies over-all foreclosure rates (by number) ranged 
from 3.2 per cent for the commercial banks to 19.1 per cent for 
the HOLC, and annual loss rates from .43 per cent for the commer- 
cial banks to .85 per cent for the savings banks.’* Realized yields 
were 4.97 per cent for the commercial banks, 4.69 per cent for 
the life insurance companies. As in the case of corporate bonds, 
these studies confirm the importance of close attention to funda- 
mental economic forces and trends which comprise the background 
of any specific mortgage transaction. 

On the whole, loans made at the peak of the real estate cycle or 
in its declining phase have shown notably poorer experience. Fore- 
closure and loss rates on mortgages made in the late twenties and 
early thirties were roughly three to ten times as high as on lending 
of the early twenties. The underlying causes are plain to see: de- 
pression erodes both the earning power of commercial properties 
and smaller borrowers’ ability to service debts. These forces come 
into play for loans made at or around the downturn before amorti- 
zation has made much dent.’® An even more telling consideration is 
the effect of boom optimism on property appraisals on which these 
loans were based. One sample’® of loans made in New York City 
between 1900 and 1943, showed that on all loans made after 1925 
no subsequent appraisal through 1943 ever equalled the original, 
and later appraisals went as low as 8 per cent of the original. 
Obviously, no amortization could offset such fantastic fluctuations 
to make loans based on these appraisals sound. The lender’s solu- 
tion had to be wariness of boom psychology in the first place. 

Over and above cyclical effects, longer term trends, as reflected 
in specific risk characteristics, have left their mark in mortgage 
experience. In general, loans in the largest cities and metropolitan 
areas have had higher foreclosure rates. This is reasonable since the 
central areas of larger and older cities have borne the brunt of the 
prevailing trend toward local decentralization of population and 


14. However, these figures on losses are not comparable. The savings bank figures 
carry through to include estimated losses on purchase money mortgages taken on the 
disposal of foreclosed property; the others stop with losses at time of disposal. 


15. This is not mere speculation but is based on the comparative experience of amor- 
tized loans made in the early twenties and in the period immediately following. Amor- 
tizations was more prevalent in that period than is generally realized, e.g., of 2,059 14 
family loans made by life companies 1925-29; 390 were fully and 1,212 partially 
amortized. 


16. Eleanor S. Bagley, “Appraisal Pitfalls,” The Appraisal Journal (April 1949), 
pp. 173-82. 
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industry. Foreclosures have also tended to be higher the more 
important land value has been in the total appraisal. Reliance on 
rising land values, particularly in central areas, has overlooked the 
effect of improved transportation in increasing the supply of ac- 
cessible outlying land. 

Cities differ too in the long-term growth and stability of their 
income sources and population, and L. D. Badgley has rated cities 
on the basis of such variations using a system much like that of the 
FHA. During the thirties foreclosures per 100 residential structures 
(unfortunately the proportion mortgaged is not known) showed 
a regular relationship to these ratings, being higher the poorer the 
rating. Whether or not these same patterns will hold good in the 
future for loans being acquired now only time can tell, but it is 
interesting to note that, low though mortgage delinquencies are at 
present, defaults in the Mutual Life portfolio currently substantiate 
the permanence of this past pattern. 

Another finding with firm roots in economic and social conditions 
is the fact that larger residential loans occasioned larger fore- 
closures and losses. Presumably this reflects both a long-term and 
cyclical leveling down of family income and a decrease in family 
size, either depression-bred or secular in nature,—which is not 
yet clear. However, this particular risk factor could provide us 
with an excellent example of the dangers of mechanically extrap- 
olating past trends without digging beneath for underlying condi- 
tions which may no longer apply. First, and obviously, size of loan, 
or price of property with which it is associated, has different mean- 
ings at different price levels. Second, whereas the twenties may have 
seen overbuilding of higher-priced homes, government policy in 
recent years may have produced overbuilding in the lower-price 
brackets—and building of homes which may prove too small for 
today’s increasing size of family. So tomorrow may not be like 
yesterday, but we can still learn from yesterday’s experience. 

Better or poorer experience has also been related to type of prop- 
erty, type of borrower, and terms of the mortgage contract. Better 
experience has been obtained on owner-occupied homes, on new as 
against older construction, on loans made at lower loan-to-value 
ratios, and, although the evidence is spotty, on loans providing for 
full amortization over their term. Except for type of property, how- 
ever, where single family loans show much the best experience, 
these variations seem less pronounced than those I have just been 
discussing. 

Finally, for purpose of supervision rather than intial selection, 
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we know that early delinquency gives advance warning of heavier 
foreclosures and losses. As with bond defaults, early delinquencies 
also tended to be repeaters and thus to boost servicing costs.’’ 

c) Farm mortgages.—Interest in actual lender experience with 
farm mortgages was evidenced as early as 1912 when the president 
of the Union Central Life Insurance Company, J. R. Clark, re- 
ported his company’s experience (from 1866) to a meeting of the 
life insurance presidents.** 

However, most experience data are sketchy prior to 1920. 
Studies since then have been made chiefly by the agricultural ex- 
periment stations and the Federal Land Banks. As might be ex- 
pected in an activity where many and varied factors are associated 
with success or failure, the former tend to be detailed analyses for 
a few counties and/or a few crops. Synthesis of these fragments 
could not be attempted here although, in general, they stress the 
importance of land quality and relative debt burden in farm lend- 
ing results. Such a synthesis has, however, been undertaken by 
Lawrence Jones and David Durand of the National Bureau in a 
work (now in preliminary form) to be titled “Mortgage Lending 
Experience in Agriculture.” 

The Federal Land Banks provide a more comprehensive picture 
through studies oftheir own past experience made in conjunction 
with their long-range reserve program. Over the twenty-five years 
from 1917 through 1941'® the banks’ losses and provision for esti- 
mated losses averaged .57 per cent which is remarkably close to 
the 4 per cent rule-of-thumb allowance for losses frequently cited 
by farm mortgage men. 

d) Preferred siocks—Studies of actual investor experience in 
preferred stocks over any significant period of time have been 
virtually non-existent, perhaps because earlier studies using a hypo- 
thetical list?® approach such as those of Kellogg and Kilbourne, 


17. Lintner, op. cit. Two earlier studies, by Roy Burroughs, for a Cleveland loan 
firm (1920-31) and by Elden Smith (unpublished), for the Security—First National 
Bank of Los Angeles (1931-37) have analyzed delinquencies and the typical pattern 
of events leading to foreclosure. 


18. Jesse R. Clark, “Forty-Six Years’ Experience with Farm Loans,” an address 
before the Sixth Annual Meeting of the Association of Life Insurance Presidents, New 
York, December 5, 1912. 


19. Through 1945 losses before recoveries from national farm loan associations 
amounted to about 34 per cent of total loans closed, 1917-45. 


20. Roger F. Murray’s impressive analysis of the performance of 300 industrial stocks 
of general interest to the investor (all million dollar issues listed in Moody’s for 1941 
which were owned by over 500 stockholders) represents a more comprehensive cover- 
age. See “Preferred Stocks of Industrial Corporations,” unpublished Ph.D. thesis, New 
York University, 1942. 
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Jackson, Rodkey, and Woodworth tended, on the whole, to favor 
either bonds or common stocks over preferreds. However, the Re- 
search Division of Mutual of New York has recently completed 
an analysis (as yet unpublished) of preferred and common stock 
experience by industrial group for ten major life companies from 
1928 to 1951. 

Comparative returns on the average investment (at cost) in 
bonds, preferred and common stocks for the 10 companies are 
shown in Table 1. 


TABLE 1 
1928-51 
Preferred Bonds Common 
Stocks Corp. All Stocks 
(per cent) (per cent) (per cent) (per cent) 
1. Dividend or interest yield 4.65 3.61 3.16 4.59 
2. Dividend or interest yield plus 
realized gains, losses 4.75 3.69 3.32 4.83 
3. Dividend or interest yield plus 
realized and unrealized gains, 
losses 4.48 3.41 3.10 8.10 


Even though the preferred market was significantly depressed 
at the terminal date of this study, over-all returns on preferreds 
were markedly superior to yields on bonds and compared favorably 
with realized yields on common stocks. For any period ending 
prior to the stock market boom of recent years, yields obtained on 
preferreds tended to outstrip yields on commons. These results 
suggest that the disfavor surrounding preferreds for many years 
may have been unjustified (unless the findings can be dismissed 
as reflecting solely the imposition of much stricter selection stand- 
ards in making preferred investments than in making other types 
because of their unpopularity; while there may be some truth in 
this hypothesis, I do not believe that it accounts completely for 
the good showing made by preferreds). 

e) Common stocks—Common stocks have drawn attention not 
only because of the possibility that they might offer a more at- 
tractive return than more traditional forms of institutional invest- 
ments, but also because of belief in their partial efficacy as a hedge 
against inflation. 

On the first score the most impressive marshaling of evidence in 
recent”? years is the 1949 report of the Trust Investment Study 
Committee” and the 1951 Report submitted to the New York Joint 

21. An excellent summary of more important earlier studies may be found in Leo 


Spurrier’s Common Stocks and Bonds as Long Term Investments (Chicago: University 
of Chicago Press, 1941). 


22. New York State Bankers Association, Trust Division, op. cit. 
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Legislative Committee on Insurance Rates and Regulations,** both 
in support of proposed amendments to the New York laws restrict- 
ing investments of personal trusts and life insurance companies. 
These reports contain two studies of actual experience, buttressed 
by tests based on lists of common stocks chosen on various hypoth- 
eses plus the composite performance of listed stocks based on 
an extension of the Cowles Commission indices. 

One study covered 227 restricted and unrestricted personal trusts 
over the period 1926-47. Since one of the chief distinguishing dif- 
ferences between the two types of funds was the inclusion of com- 
mon stocks in the unrestricted group to the extent of perhaps one- 
third of the investment, the comparison could be taken as some 
reflection of the results of common stock investment. As such, it 
showed a definite income advantage for the unrestricted trusts 
throughout the period, but greater instability in market valuation, 
and much less uniform results than the restricted trusts. 

Another study for three life insurance companies from 1930 to 
1948 indicates that they realized highly satisfactory dividend plus 
net profit returns ranging from 5.39 per cent to 8.51 per cent. Al- 
though this period might be considered suspect, the yield still 
appears impressive in view of the fact that much of the investment 
was acquired during 1935-37 at comparatively high prices. 

On the whole, these studies confirm the theory that investors 
whose requirements have permitted continuous long-term invest- 
ment in common stocks, diversified with respect both to type and to 
time of acquisition and disposal, have realized a somewhat better 
return than on other classes of investment. 

On the value of common stocks as an inflation hedge, the picture 
is less clear. The most recent re-examination of this thesis is Wil- 
liam Greenough’s “A New Approach to Retirement Income,” pre- 
pared as background for the Teachers Insurance and Annuity Asso- 
ciation’s college retirement equities fund. This analysis covers the 
period 1900-50, setting up hypothetical annuity funds invested in 
fixed income obligations, common stocks, and a combination of 
the two. The fixed income funds are assumed to be invested at net 
yields earned by life insurance companies (without provision for 
any loss), the common stock funds in over 400 stocks in the Cowles 
Commission indices extended by use of the Standard and Poor’s 
Index. Results are examined, in terms of “real” purchasing power, 
for varying periods of accumulation and decumulation for both 
periodic and single premium funds. The annuities paid from the 


23. Life Insurance Association of America and American Life Convention, o®. cit. 
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equities funds are on a unit basis, with each participant’s share 
reflecting not only dividends, profits, and losses, but also the chang- 
ing market value of the fund’s investments. 

Greenough’s study concludes that “changes in the value of com- 
mon stocks and other equities are by no means perfectly correlated 
with cost of living changes, but they have provided a considerably 
better protection against inflation than debt obligations.” This 
holds good only so long as the investors requirements do not 
necessitate substantial shifts either into or out of equities at a 
particular moment. 

No serious objection can be raised to this qualified thesis but 
it cannot be used either as evidence of some inevitable relationship 
between common stock and commodity prices or as proof that stocks 
are a better inflation hedge than some form of real estate, for ex- 
ample. For any tempted to take this tack, I would recommend care- 
ful reading of Bascom Torrance’s recent paper** which literally 
“throws the book” at this kind of argument. He highlights the 
lack of corespondence between stock and commodity prices not 
only in this country but in England, as analyzed by Hargreaves 
Parkinson. During the three-quarters of a century from 1870 
through 1939, British ordinary share prices trended persistently 
upward, although commodity prices for about half the period were 
either stable or declining. 

The limitations of common stocks as an inflation hedge, and the 
dangers of relying too heavily on indefinite continuation of a favor- 
able secular trend, are re-emphasized by British history since 1939. 
Under the looming shadow of nationalization and constant econom- 
ic crisis ordinary share prices have risen only about 30 per cent 
from the prewar year 1938, although wholesale commodity prices 
have more than tripled in the interval. In terms of the slower mov- 
ing cost of living index, stocks have provided a better hedge, al- 
though in the years since 1947 the trend of living costs has been 
upward and that of stock prices down. 


SOME OF THE MORE IMPORTANT INADEQUACIES 


This quick review of what we do know merely serves to empha- 
size what we do not know about investment risk and experience. 
The skilful institutional investor can influence its own assump- 
tion of investment risk through four major aspects of its operations. 


24. Bascom H. Torrance, “Legal Background, Trends, and Recent Developments 
in the Investment of Trust Funds,” Law and Contemporary Problems (Durham, N.C.: 
Duke University, School of Law, Winter, 1952), pp. 128-61. 
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1. The appropriate disposition of funds among broad classes of 
investment. 

2. Selection of investments within each class to minimize risk 
and maximize yield in the light of the institution’s own needs. 

3. Supervision of the portfolio, including post-selection of invest- 
ments which become impaired, in such a way as to minimize losses 
flowing from trouble situations. 

4. Timing of investment acquisition and disposal to take full ad- 
vantage of market situations. 

Ideally, judgments in each of these areas should be aided both by 
maximum knowledge of the facts of past experience and by maxi- 
mum understanding of underlying causal factors to permit intelli- 
gent estimation of the extent to which past history remains appli- 
cable to current conditions. Unfortunately, this review indicates 
that with respect to all four aspects our knowledge of historical facts 
is sadly deficient and our understanding of their background even 
more so. Too many studies, particularly of securities experience, 
are based on hypothetical lists, with all of the opportunities such 
approaches afford for the employment of hindsight as well as for 
oversight of practical aspects of portfolio management. At the other 
extreme are studies of actual experience where analyses do not dis- 
tinguish between the influence of risks peculiar to the investment 
itself and risk resulting from the needs and modes of operation of 
different investors. 

Studies now under way promise to remedy some of these deficien- 
cies but there are still major areas where little start has been made 
in gathering information required for more scientific investment 
management and regulation. Chief among these voids are such ques- 
tions as: 

1. What returns have investors actually realized on mortgages 
and preferred stocks as compared with bonds and common stocks? 

2. What selection criteria can be developed for preferred and 
common stocks? 

3. What post-selection criteria and other aids to supervision can 
be formulated for virtually all forms of investment? 

4. What has been the most advantageous timing for acquisition 
and disposal of bonds, mortgages, and preferred stocks?” 

25. The current explorations of C. Sidney Cottle and W. T. Whitman (“Formula 
Plans and the Institutional Investor,” Harvard Business Review, XXVIII [July, 

1950], 84-96) on formula plans and the institutional investor focus very largely on 
timing problems in connection with common stock investment, although not exclu- 
sively. However, a considerable field remains open to investigation on the timing 


aspect of investment risk. What, for example, do typical cyclical patterns of yield 
behavior on bonds, mortgages, preferred and common stocks, imply for the timing 
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5. What types of lending organization and policies have repre- 
sented the most successful adaptation to the investment environ- 
ment?*® 

In the answer to such questions lies the promise of a body of in- 
formation which could aid judgment in developing more systematic 
and scientific investment policies than have ever been possible in 
the past. 





of their acquisition and disposal and how should the institution’s organization and 
financial program be geared to take advantage of whatever opportunities may present 
themselves? What opportunities for maximizing yield and profit inhere in different 
term structures of interest rates? What have been the results for the investor of dis- 
posing of bonds, mortgages, and preferreds immediately upon “default” as against dis- 
posal at some later date? Answers to such questions would provide factual background 
information of use to the investor in deciding on appropriate action in similar situ- 
ations. 


26. Investment returns, including costs and losses, are inevitably influenced by the 
form and efficiency of the lender’s organization and by administrative policies. Yet 
I know of no studies of lending organization and administration which are focused 
squarely on the criterion of investment yield, with one possible exception: the sta- 
tistics on urban and farm mortgage costs and yields now being collected by the Life 
Insurance Association of America on the basis of Saulnier’s start in this field. 

The kind of question to which answers should be sought can be formulated most 
readily for mortgages but like questions could be asked with respect to security in- 
vestment. Do yields, losses, and costs vary with the manner in which mortgages are 
acquired, whether through direct selection by the lender or through correspondents, 
in blocs, or through individual selection? Are direct lender supervision and collection 
more effective from the return standpoint after allowance for the cost of such super- 
vision or are these functions performed more cheaply and just as well by agents? 
(Some operating men have generalized that reliance on agents is cheaper and more 
flexible in good times but falls down and results in greater loss and expense when 
delinquencies rise. Since flip-flops of lending organization with the turn of the cycle 
may be neither practical nor desirable, the real question is “which type of organi- 
zation averages out to better results over good times and bad?”) Another question 
to be asked is what kind of policy has proved best when default does occur: Are 
better results achieved by advancing additional funds to cover taxes and insurance, 
by foreclosing immediately, or, where possible, selling immediately at a loss to some 
more venturesome lender willing to try to work out the situation? And still other 
questions might be asked about the management of foreclosed property. 

Studies of this kind should be partly factual and partly designed to collect (and 
perhaps test) the accumulated wisdom of operating people in many sections of the 
country and many types of lending institutions. A great body of background infor- 
mation which could be evaluated from this returns standpoint and perhaps supple- 
mented with still further studies has been accumulated in the descriptive studies of the 
National Bureau on consumer lending, term lending, farm and urban mortgage lending. 
These deal not only with purely economic aspects, but with the psychological, legal, 
etc., complex of factors which the research economist often forgets, but which may be 
equally as important to the final outcome as the variables to which he directs his 
attention. Dr. J. E. Morton is currently engaged in evaluating much of this material 
from the standpoint of its effect on risk, so we may hope for some remedying of this 
deficiency in our knowledge, too, in the near future. 
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INCREASING PUBLIC UNDERSTANDING OF 
CONSUMER CREDIT* 


Ernst A. DAUER 
Household Finance Corporation 


PROBLEMS INVOLVED in improving public understanding of con- 
sumer credit were discussed at an informal round-table breakfast 
session. This paper is a review of the discussion. 

The writer, as chairman, pointed out that since this was the first 
annual meeting of the American Finance Association since the 
establishment of a division of consumer finance, it was appropriate 
to devote a session to this subject and to the role which the Amer- 
ican Finance Association might play in improving public under- 
standing. 

In recent years, consumer credit has received increased public 
and official attention. This has been the result of the increased 
amount of outstanding credit compared with the war years, federal 
regulation of consumer credit during most of the last decade, and 
greater awareness of the widespread use of consumer credit by 
families in all economic strata. At the beginning of 1952, according 
to the Federal Reserve Survey of Consumer Finances, one-half of 
all spending units in the United States—three-fifths of those with 
annual money incomes of from $3,000 to $7,500—owed short-term 
consumer debt. Hence, the importance of providing better under- 
standing of the functions, scope, and proper use of consumer credit 
in our economic system. 

Various possible methods of obtaining increased public under- 
standing were discussed, to wit: (1) increased attention in the basic 
courses in departments of economics and schools of commerce; 
(2) establishment of separate courses in consumer credit, and per- 
sonal finance (i.e., family money management) in universities and 
colleges; (3) increased attention in courses in secondary schools; 
(4) institutes, conferences, and adult education courses. 


I 


It was felt that the role of consumer credit in our economy has 
not been given adequate attention in courses in money and banking, 
principles of marketing, and credit and collections. 


* A summary of a round table discussion of the teaching of consumer and personal 
finance, sponsored by the American Finance Association in Chicago on December 28, 
1952. The program was under the chairmanship of Ernst Dauer, Household Finance 
Corporation. 
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Professor Theodore N. Beckman, Ohio State University, stated 
that each successive revision of his textbook, Credit and Collections, 
has contained more material on consumer credit. Expressing doubt 
as to whether or not the topic of consumer credit actually belongs 
in a text on credit and collections, he stated that he did not care 
how the subject was codified if the end result was the teaching of 
the subject to those who should have knowledge thereof. Professor 
Beckman, while opening the discussion, actually summarized the 
thought of those present that there is great need for the teaching 
of consumer credit, a need that is not now being adequately met. 
He felt that the problem of codifying the subject, fitting it into 
the curriculum, and presenting it in an unbiased manner are prob- 
lems secondary to the basic problem of educating students in the 
subject. 

Dean R. Miller Upton, Washington University, pointed out that 
traditional textbooks in money and banking, if they include consumer 
credit and consumer financial institutions at all, do so only at the 
end as a part of a treatment of “miscellaneous” financial institu- 
tions. Usually the instructor does not “find time” to cover these 
chapters. Thus, traditional methods of teaching money and bank- 
ing make it possible to treat the subject of consumer credit ade- 
quately, only if it is given as a separate course to be taken on an 
elective basis. However, he felt that the subject was of such im- 
portance that all students in the field of economics, finance, and 
business should be adequately exposed to it, and that would not be 
the case if the subject were offered on an elective basis. He, there- 
fore, favored the use of a functional approach which would break 
with the traditional money and banking presentation and would 
emphasize the institutional aspects in teaching the subject of bank- 
ing, finance, and credit. Under such an approach, a required course 
in financial institutions could adequately cover the subject of con- 
sumer credit, so that all economics, finance, and business majors 
would acquire knowledge of the subject. Two recent texts on finan- 
cial institutions devote considerable attention to consumer credit. 

Dr. Thomas W. Rogers (American Finance Conference) agreed 
that under the present method of teaching financial subjects, stu- 
dents do not acquire an adequate understanding of the methods of 
retail financing of durable goods, and the part played by sales- 
financing institutions in the distribution of such goods. Inasmuch 
as this form of financing represents more than one-half of all con- 
sumer credit, dollar-wise, it is socially desirable that consumers 
have an adequate understanding of its nature. 
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Others in attendance agreed that in many instances their first 
adequate knowledge of consumer credit or personal finance was 
acquired after having been given a teaching assignment in these 
areas. This emphasized the fact that a re-orientation of textbooks, 
so as to integrate consumer credit into the subject matter, is almost 
a prerequisite to widespread attention to the area, since past and 
present teaching methods have failed to train people for teaching 
of these subjects. 

II 


Professor Carl D. Hanson, Ohio University, and Miss E. Llew- 
elyn, Sarah Lawrence College, pointed out that courses in personal 
finance and family money management are not usually offered as 
part of the finance department curriculum. They are usually not 
open to finance majors. For the most part these courses are offered 
to home economics majors, or to students other than economics or 
business majors. Dean Emil Leffler, Albion College, pointed out 
that if such courses are offered through collaboration of specialists 
from a number of fields (e.g., economics, finance, sociology, psy- 
chology) and if textbooks are prepared embracing and combining 
those viewpoints, then such courses could do for the economics 
department what the “family” courses have done for the sociology 
department, i.e., given them a reputation for disseminating knowl- 
edge of a highly useful character. : 

Professor Wallace P. Mors, Western Reserve University, de- 
scribed his former course in consumer finance at Babson Institute, 
as the middle course in a three-course sequence that included cor- 
poration finance and public finance. Consumer finance was offered 
at the junior level and discussed such topics as present and future 
choices, marginal choice, consumer credit and public welfare, the 
relationship between production, credit and the business cycle, the 
relationship between credit and industry practices, and the federal 
regulation of credit. 

Professor Mors agreed with Dean Upton that offering a course 
on an elective basis misses the mark. However, in making the 
course available at Babson, the faculty did not resort to complete 
upheaval of the traditional approach to money and banking in 
favor of an institutional approach, but rather inserted the course 
in a finance sequence. Professor Mors commented that many of 
the students had no previous knowledge whatsoever of the use of 
credit for consumer purposes, and had very little understanding of 
its necessity. This would be true at most universities, since many 
of the students come from families in which the use of credit is 
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in many instances unnecessary, or when necessary, its use occurs 
without the knowledge of the children so that the “social” stand- 
ing of the family would not be placed in jeopardy. 

Other specialized courses in consumer credit are currently being 
offered at the University of Pennsylvania, Columbia University, 
the University of Pittsburgh, and Northwestern University. (A 
description of the University of Pennsylvania course, and an ex- 
cellent statement by Dr. Frank Parker of the place of consumer 
credit courses in colleges and universities appears in Frederick 
A. Bradford, ed., Proceedings of the National Consumer Credit 
Conference, Lehigh University, 1951, pp. 134-43.) All are offered 
in evening divisions of schools of business, and draw their registra- 
tion primarily from people employed by agencies financing or 
originating consumer instalment credit. Each has problems resulting 
from the lack of a single suitable text. The courses at these schools 
vary considerably in the degree to which they include lectures by 
industry specialists. The development of similar courses at other 
urban universities probably awaits the publication of a single suit- 
able text, or the availability of consumer credit authorities quali- 
fied to teach such courses without a text. The American Institute 
of Banking, in its consumer credit classes for bank employees, 
some of which are conducted in co-operation with universities, 
utilizes its own text (1945) specifically covering bank instalment 
credit departments. 

III 


There is some justification for hope that over a period of time 
the public will obtain increased understanding of consumer credit 
through the secondary school system. This could come through its 
inclusion as part of a course in consumer education. In 1946, 26 
per cent of the high schools in the United States taught consumer 
education as a separate course. As a rule, however, this was an 
elective course. 

There is a possibility of integrating some consumer credit material 
into other courses, some of which are required. Such integration 
suffers, however, from the inadequacy that it does not provide a 
rounded treatment of consumer credit. An excellent discussion of 
consumer credit courses in high schools by Fred Kane also ap- 
pears in Bradford (pp. 145-54). 

There are a number of good recent texts available on “consumer 
problems,” “consumer education,” “consumer living,” and similar 
subjects which give treatment to consumer credit, adequate for 
secondary school use. 
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Teaching of consumer credit in secondary schools, as in colleges, 
is handicapped by the lack of training of teachers in the field. 
Whether more attention can be devoted to the subject in teacher 
colleges in the future is debatable. Workshops in consumer credit, 
or short symposia such as the one to be held at the University of 
Pennsylvania on April 17, 1953, may help to provide adequately 
informed secondary-school teachers more rapidly. 


IV 


The use of conferences and institutes to provide greater employee 
and teacher understanding was discussed in considerable detail. 
Less attention was devoted to adult education classes. 

Professors Beckman and Leffler described the national consumer 
credit conferences held in recent years by leading universities with 
the co-sponsorship of national and state trade associations in the 
consumer credit field (e.g., Ohio State 1948, Illinois 1950, Lehigh 
1951, Indiana 1952, New York University 1953). It was pointed 
out that these conferences are usually attended by top level execu- 
tives, and a relatively moderate number of teachers. Thus the con- 
ferences, through participation, do not reach the groups in need of 
further understanding. While relatively substantial numbers of 
Proceedings of these conferences have been printed, the distribu- 
tion has not generally been adequate in either the educational field 
or the lower echelons of the consumer credit industry. 

In the belief that the latter groups could be more adequately 
reached by local conferences, Albion College sponsored in 1952, 
with the co-sponsorship of state trade associations in the consumer 
credit field, a two-day Michigan Consumer Credit Conference. The 
response was so enthusiastic that a 1953 Conference is planned for 
May 5-6, with the co-sponsorship of the American Finance Asso- 
ciation and the state trade associations. 

Professor Francis Calkins, Marquette University, and F. E. 
Dykstra, Thorp Finance Corporation, described the two-day Insti- 
tute of Consumer Credit sponsored by the University and the Wis- 
consin Association of (Sales) Finance Companies to provide formal 
education in consumer credit as a part of the training program for 
newer employees. Present plans call for the return of the student- 
employees for a second, third, and fourth session. Contact and con- 
tinuity are to be achieved through the dissemination of reading 
materials throughout the year. 

Professor Clyde W. Phelps pointed to the longstanding program 
of education of the National Retail Credit Association for em- 
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ployees of retail establishments. These classes have used the texts 
Retail Credit Fundamentals and Retail Credit Management written 
by Dr. Phelps. 

Little attention was devoted to adult education courses, although 
the mushrooming of non-credit courses in investments at universi- 
ties, and comparable courses sponsored by stock brokerage firms 
and banks was noted. Since consumer debt is of equally vital con- 
cern to as many, or more, families the possibility of the develop- 
ment of consumer credit and money-management courses for adults 
was briefly touched. 

V 


Professor Beckman undertook to summarize the discussions point- 
ing out that the Round Table was intended as an exploratory ses- 
sion and had not been expected to reach definitive results. Com- 
menting that education is where you find it, he commended the 
preparation and distribution of much needed materials and the 
organization of institutes. With regard to the curricula of colleges 
and universities, Professor Beckman pointed out that our institu- 
tions of higher learning are in many cases tradition-ridden, and 
that a revision of the approach might prove beneficial. He con- 
cluded by suggesting that a committee be formed to examine what 
is being done and what people are being reached through courses 
on consumer finance now being offered and by other courses in 
which the topic of consumer credit is discussed in some form. Dean 
Leffler of Albion College seconded the motion. 

The chairman concluded the session by suggesting that the newly 
elected director of the American Finance Association for the con- 
sumer finance division, Professor Mors, give serious consideration 
to the suggestion of Professor Beckman for a survey, in view of the 
need for greater public understanding of consumer credit and per- 
sonal finance, and in view of the increased interest shown. 

In addition to those previously mentioned in this review, the fol- 
lowing participated in the discussion: Carl A. Dauten and C. E. 
Gilliland, Jr. (Washington), H. W. Torgerson, R. I. Robinson, L. 
Farwell, F. Fetter, and J. Longstreet (Northwestern), J. Blazek 
(Household Finance), R. P. Shay (Maine), R. Thomas (Purdue), 
R. W. Baldwin (Houston), H. Hudson (Kent State), R. R. Pickett 
(Kentucky), H. Jome (DePauw), F. Niehaus (Colorado), H. H. 
Frisinger (Toledo), H. Jones (Federal Reserve Board), G. W. 
Sanford (Case), M. T. Welshans (George Washington), C. A. 
Campbell (Florida State), J. F. Bradley (Pennsylvania State), 
and O. K. Burrell (Oregon). 








NEEDED RESEARCH IN FINANCE 


BETTER MANAGEMENT OF CAPITAL EX- 
PENDITURES THROUGH RESEARCH* 


Jor, DEANt 
Columbia University and Joel Dean Associates 


I. INTRODUCTION 


ECONOMIC AND FINANCIAL RESEARCH can make major contributions 
to the management of capital expenditures. There is a long cultural 
lag between the capital budgeting practices of otherwise well-man- 
aged companies and the best modern techniques for planning, ap- 
praising, and controlling business investment. To close this gap a 
research approach is needed. 

In support of this contention this paper examines the following 
three practical problems of capital management and outlines the 
role of research in each: 

1. Measuring worth of individual investment proposals 

2. Setting up and applying standards for screening these pro- 
posals 

3. Projecting the firm’s demand for and supply of capital funds 


II. MEASURING THE WorRTH OF INVESTMENT PROPOSALS 


The basic requirement for an effective system of capital manage- 
ment is good estimates of the investment worth of proposed capital 
expenditures. 


ALTERNATIVE INDEXES OF INVESTMENT WORTH 


There are three basic types of indexes in common use for meas- 
uring the worth of investment proposals: (1) postponability, (2) 
payback period, (3) rate-of-return. 

Postponability, i.e., whether or not the capital expenditure can 

* This paper by Joel Dean and the following two papers, one by Jonathan A. Brown 
and Howard C. Bronson, and the other by Lawrence E. Thompson and J. Keith 
Butters, were presented at a meeting of the American Finance Association in Chicago 
on December 28, 1952. The program was under the chairmanship of Robert V. Roosa, 
Federal Reserve Bank of New York. 

tI am much indebted to Gordon Shillinglaw and Stephen Taylor of Joel Dean 
Associates for major assistance in preparing this paper. 
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be put off, is a widely used criterion for rationing limited capital 
funds. “Urgent” proposals have backdoor access to presidential ap- 
proval and rank high in “must” lists. And postponable proposals get 
kicked down into inferior categories where they reappear year after 
year. The basic flaw of this criterion is that a large proportion of 
investments that would yield big savings and high profits could be 
put off almost indefinitely. 

Payback period is unquestionably the most widely used measure 
of investment worth. Payback is superior to postponability since it 
takes into consideration the projected earnings. However, the pay- 
back period is essentially a cash concept. It is designed to answer 
the very specific question of how soon will this cash outlay be re- 
turned to the company’s treasury. It applies to gross earnings only, 
and its major defect is that it ignores the vital matter of how long 
the cash earnings will last. Whether or not the company will earn 
money depends on what happens after the company gets its bait 
back. Payback measurement tells nothing about this. A three-year 
payback project may yield 30 per cent return on investment if it 
has a long life, but it will yield only 12 per cent if its life is four 
years, and no return at all if its life is three years. 

Neither postponability nor payback period gets at what we really 
want to measure, because neither takes any account of the net earn- 
ings of the investment, the surplus that can be paid out in dividends. 
Rate-of-return, then, is the only economically valid index of invest- 
ment value, because rate-of-return is the most efficient way to bring 
together in one figure the full life characteristic of each proposed 
asset in a form that is comparable for all proposals. Such an index 
is an essential part of a good capital management program, since 
in the last analysis management’s function is to invest the stock- 
holder’s money in ways that will maximize return on it. 

An examination of capital management practices in more than 
fifty large corporations leads me to two observations: 

1. The form of the index of investment worth is usually too crude 
to be able to reflect the varying characteristics of the investment 
proposal. 

2. The coverage of the index is too restricted to ration capital 
efficiently (e.g., its use is sometimes confined to new types of cost- 
saving machinery). 


JOB OF THE INVESTMENT-WORTH INDEX 


The primary index of the worthiness of a proposal to spend 
money on durable facilities is profitability. A proposed outlay must 
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add enough to the firm’s total profits to produce an adequate return 
on the money invested. This principle may be modified in practice 
to allow for: (1) corporate objectives which are not directly keyed 
to profit maximization (e.g., making market-share instead of mak- 
ing money), and (2) projects whose capital productivity is so in- 
direct and diffused as to defy measurement. But the bulk of capital 
expenditures are profit-oriented in respect to purpose and effects. 
For measuring the rate of return on a proposed investment ex- 
penditure the relevant concept is incremental earnings. The prob- 
lem is to estimate the increase in the company’s over-all revenues 
which will result if the project is undertaken as compared with com- 
pany earnings if the investment is not made. The investment base 
should also be incremental: the added total outlay, both direct and 
indirect, occasioned by undertaking the project. Non-variable over- 
head costs, that is, those which would be incurred whether or not 
the proposed expenditure is made, should not be included in the 
estimate of how much investment the proposal will entail. It is 
added return on added investment which is relevant to the manage- 
rial decision of whether or not to make a particular investment. 


METHODS OF MEASURING RATE OF RETURN 


There are several ways to calculate rate of return. These different 
methods are not equally good, and I should like to spend a few 
moments outlining what I think is the best method. 

I shall call this method the “Discounted Cash-Flow” method in 
contrast with what might be termed the “Accounting Method.” The 
essence of the Accounting Method is to compute a ratio of net earn- 
ings to the amount invested. This method has several variants. One 
set comes from diverse concepts of the investment amount (e.g., the 
original outlay vs. the average amount tied up in the facility over 
its life). Another source of variants is diverse concepts of the proj- 
ect earnings. Earnings can be either gross or net of depreciation, 
before or after taxes, and average for several years or for a single 
year only. All this variety of alternatives, producing a corresponding 
variety in results, fall into the category of Accounting Method, pro- 
vided the final result is a ratio of earnings to investment. 


THE CASH-FLOW METHOD 


The Cash-Flow Method is far less commonly used for this purpose 
than the Accounting Method, and there are far fewer variations to 
it. The mechanics of the method consist essentially of finding the 
interest rate that discounts future earnings of a project down to a 
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present value equal to the project cost. This interest rate is the rate 
of return on that investment. As a simple illustration, consider the 
cost-reducing machine in Table I which costs $1,100 and has an 
anticipated life of five years with no salvage value at the end of 
that time. 

In this case, the rate of return is 20 per cent, which is the dis- 
count rate which makes the present value of the future earning 
stream equal to the present cost of the machine. If the machine 
were to have salvage value at the end of its expected life, this 


TABLE 1 


CasnH-Ftow Metuop ILLUSTRATED 


Price of machine: $1,100 
Life of machine: 5 years 


Salvage value: none 

Gross EARNINGS PRESENT VALUE OF EARNINGS DISCOUNTED AT 
YEAR BEFORE DEPRECIATION 18 PerCent 20PerCent 22 Per Cent 

1 ; $ 100 $ 92 $ 91 $ 90 

2 300 229 223 216 

3 400 255 243 231 

4 600 320 298 278 

5 , 600 267 244 224 

Total $2,000 $1,163 $1,099 $1,039 


amount would be added to the fifth-year earnings, and it would 
then take a higher discount rate to get the total present value down 
to $1,100, reflecting the increased yield of an asset that has salvage 
values. The Cash-Flow Method would always give a result different 
from any variant of the accounting method, except in the unimpor- 
tant case of an asset with an infinite (or at least very long) life 
and with constant earnings from year to year. (In the foregoing ex- 
ample, the average net earnings divided by the average investment 
shows a 33 per cent return.) 

Conceptually, this method is based on the principle that in buy- 
ing an investment like the cost-saving machine illustrated, we are 
actually buying a series of future annual incomes. For instance, in 
this case, part of the $1,100 we pay is for a $400 income three years 
hence, and $600 in the fifth year. We have an investment in each 
of those annual incomes, an investment that compounds in value 
through time until its year arrives and it materializes in cash earn- 
ings. 

The rate at which the investment in each future year’s earnings 
compounds in value through time is the correct measure of the rate 
of return on the investment. We find that rate by working back- 
ward, discounting the future earnings to present value at various 
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discount rates until we find the one that makes the sum of present 
values equal to the total investment cost. That is why we do not 
deduct depreciation in our statement of future earnings. We are not, 
as in the Accounting Method, watching the write-off of original 
cost; we are watching instead the growth of our investment as we 
compound it through time. 

Most types of capital expenditure proposals amount to an annuity 
which differs from the insurance annuity only in that the price may 
not be paid all at one date, the earnings are not constant and con- 
tractual from year to year, and the resulting rate of return is, there- 
fore, less exactly predictable. Now, an insurance company uses the 
Cash-Flow Method (or tables based on it) in determining the 
schedule of payments on its annuity policies, and any rate-of-return 
computed on the policy by the Accounting Method will be different 
from the rate on the face of the policy. The discrepancy may be 
small, because the rates are low, but most industrial expenditure 
proposals offer much higher returns, and the answers given by the 
accounting method can be seriously wrong. 

Another major advantage of the Cash-Flow Method is that it 
correctly evaluates differences among proposals in the “time shape” 
of future earnings. The Accounting Method either ignores the more 
distant future earnings or it considers them just as valuable as the 
early years’ earnings by taking a simple average of all years’ earn- 
ings. 

If all investment proposals had similar time shapes this defect 
would not be very important. Proposals differ in this vital respect, 
however, and the Accounting Method would show a proposal which 
promises a $20,000 earning ten years hence to be just as good as a 
project which promises $2,000 a year for ten years, or another 
which would provide $10,000 a year for two years. The Cash-Flow 
method does not make this mistake. The more quickly the earnings 
come in, the higher will be the rate-of-return measured in terms of 
discounted cash-flow. It thus incorporates the one advantage of the 
payback method—emphasis on earlier earnings—but in a more 
sophisticated manner. 

These characteristics make the Cash-Flow rate-of-return method 
superior to postponability, payback period or the Accounting rate- 
of-return. Postponability does not consider earnings at all, and allo- 
cates funds only on the basis of perishability of the opportunity. 
Payback period is concerned only with how fast the cash will return 
and not with what the net earnings will be. While useful in certain 
high-risk investments, it takes no account of economic life and does 
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not measure profitability. The Accounting Method can give a whole 
array of rates-of-return, depending on the particular conventions 
adopted. Moreover, it can reflect only crudely trends in earnings 
and the time-scatter of investment outlay. It must, therefore, be 
limited in role to a relative standard for ranking proposals of a 
similar type, not for comparing returns for diverse forms of invest- 
ment. 


RESEARCH ON MEASUREMENT OF RETURN 


Each investment proposal should be a research project in a sense. 
To get a good estimate of the earnings rate involves a variety of 
quantitative projections focused on estimating the added capital 
outlay and the net added earnings year by year over the project’s 
lifetime. 

For cost-reducing proposals research takes the form of estimates 
of the effect of the proposed capital expenditure upon future costs. 
This means ideally a projection of the time schedule of outlays over 
the economic life of the facility, compared with outlays if the pro- 
posed investment is not made. Cost-saving projects are not intended 
essentially to alter sales volumes or revenues, so the production 
levels assumed in the cost estimates come from the firm’s regular 
sales forecasts. For revenue-adding projects, on the other hand, 
analysis encompasses new sales forecasts and special conjectural 
profit and loss statements of a particularly tenuous type. 

There are certain types of general research that can improve the 
measurement of rate of return on many individual projects: 

1. Research focused on the choice between the Cash-Flow Meth- 
od and the Accounting Method of measuring the rate-of-return. 
Though the Cash-Flow Method is, in my view, superior, it involves 
a greater departure from conventional thinking about these and re- 
lated management problems; hence, it is costly to instal. Conse- 
quently, the choice becomes a matter of appraising the importance 
of the superiorities of the Cash-Flow Method for that particular 
company. This requires investigation of: disparity in time-shape of 
earnings streams for individual proposals; disparity in the length 
of gestation period; diversity of economic life of proposed facilities; 
the need for an absolute measure of yield. 

2. Research directed toward improvement of the projection of 
economic life of individual facilities. Some promising avenues of 
investigation to improve the guess as to when the new improvement 
will be superseded by equipment yet unborn include: (a) Analysis 
of past technical advances for the particular type of equipment to 
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develop a projectable gradient of technical improvement. (5) Con- 
struction of mortality tables for homogeneous equipment of the 
kind likely to be used in the future, e.g., freight car life, oil well 
productivity patterns. (c) Keyhole peeping at the drawing boards 
of equipment producers. (d) Comparison of machines now on the 
market with the newest technological ideas that have promise in the 
field. For example, 1953 models of bookkeeping machines may be 
made obsolete soon by high speed electronic computers and such 
developments as transistors and printed circuits. (e) Projection of 
future growth in the volume of activity for the particular process. 
Volume growth in itself may shorten economic life. Facilities suit- 
able for small volumes are often uneconomic for large volumes. 
Higher volumes of activity may also stimulate technical progress 
by making development outlays for better methods more profitable 
both inside and outside the enterprise. 

3. Research directed at determination of operating cost functions. 
Projection of probable maintenance costs as a function of time or 
of use is needed to estimate rate-of-return in replacing old equip- 
ment either by like equipment or by advanced models. Analysis of 
past repair experience of motor trucks, for example, by age and 
mileage groups can improve the accuracy of such estimates. Similar 
analyses of other kinds of operating costs result in improving the 
estimates that underly rate-of-return calculations. 

4. Research directed at improvement of sales volume projections. 
Forecasts of volume of sales or of production activity is an integral 
part of estimating rate-of-return on most proposals. The pivotal de- 
terminant of the earnings on new product investments and expan- 
sion investments is the sales volume projection. Examination of the 
various kinds of research that can improve sales forecasting is be- 
yond the scope of this discussion. 

5. Research directed at improved forecasting of prices and mar- 
gins. A vital projection in many individual proposals is selling 
prices and distributive margins. Since investments are usually ex- 
pected to bring earnings over a long future period, boom-time prices 
and margins may introduce optimistic errors in projection of life- 
time earnings from a project. Analysis can sometimes make these 
projections more realistic. 

6. Research directed at the effect of corporate income taxes on 
rates-of-return. Among the practical questions that require investi- 
gation in this area are: (a) Whether the return on individual proj- 
ects should be computed before tax or after tax. Company practice 
differs sharply on this issue. Differences among individual proposals 
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in the impact of taxes makes after-tax rates-of-return a more dis- 
criminating device for rationing capital. It may also be more closely 
related to internal supply and cost of capital. (6) How should the 
effect of taxes be calculated accurately in estimating the return after 
taxes? Tracing the effects in terms of cash or cash equivalents for 
individual proposals collides with accounting conventions. And sim- 
ple deflation of a before-tax rate inaccurately measures the tax 
effect. 


III. DEVELOPING STANDARDS FOR SCREENING PROPOSALS 


Rate-of-return estimates are inconclusive in themselves unless 
we have some idea as to whether a 15 per cent return is good enough 
or whether approval should be limited to those which promise a re- 
turn of 30 per cent or more. We need some criterion for determin- 
ing the minimum acceptable rate of return, the cut-off rate for re- 
jecting proposals. 

Finding the appropriate cut-off rate for a particular company is 
a tough problem. Too often, a figure, such as a three-year payback, 
is picked out of the air. Ideally, the minimum acceptable rate of re- 
turn should be determined on the basis of the company’s cost of 
capital funds, that is, the rate-of-return which outside investors re- 
quire before they will intrust their money to the management of 
the company. This will, of course, vary among companies. 

For a company that supplements internally generated funds by 
equity and debt flotation, external cost of capital is the valid bench- 
mark for determining the cut-off rate. Measurement of cost of capi- 
tal is thus a research project of considerable practical significance 
for such companies. 

However, for a company which as a matter of policy is deter- 
mined not to go outside for permanent capital funds, the rejection 
rate is fixed automatically by a conjunction of dividend poiicies, 
cash generation, and the earnings prospects of current proposals. 
Capital markets do not enter the question. The proposals are ar- 
rayed in a ladder in order of anticipated rate-of-return and capital 
funds allocated by starting from the top of the ladder and working 
down until the limited funds available are exhausted. 

The rejection rate is thus at the highest rate-of-return promised 
by proposals which were rejected for lack of funds. This cut-off 
rate is not as logical in principle as a rate based on external cost 
of capital, since abstaining from the money markets may mean 
foregoing promising opportunities for lack of cash. Nevertheless, it 
has its uses. If it can be predicted at the outset of each year on the 
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basis of forecasts of the supply and demand for internally gener- 
ated funds, it can be broadcast through the company in time to 
stop many pet projects that would otherwise consume top manage- 
ment’s time fruitlessly. It channels funds to those uses that will 
be most profitable, eliminating persuasiveness and urgency as in- 
vestment influences. It can also serve as a standard for the rivalry 
of funds among time periods, i.e., saving funds in years when profit- 
able projects are scarce and storing them for future investment at 
higher rates of return. 

These standards may be modified in practice to account for dif- 
ferential risks for different types of proposals. Of course, they can- 
not be applied to investments which are undertaken for purposes 
other than profit or for projects whose earnings are not measurable 
(e.g., investments for safety or employee welfare or which are de- 
signed to improve the company’s long-run good will). They do pro- 
vide, however, an economic basis for rationing capital among most 
of the proposals which are presented for top management’s consid- 
eration. 

RESEARCH ON SCREENING STANDARDS 


The development and application of economically valid criteria 
for approving or rejecting individual proposals requires research of 
various kinds: 

1. Estimation of the company’s demand function for capital dur- 
ing the current planning period. What is needed is a projection of 
future investment proposals arrayed in a rate-of-return ladder so as 
to estimate the amount that could be invested at a series of earn- 
ings rates. One indication of the future demand functions is the 
company’s demand functions for recent past planning periods. An- 
other appoach is to expand planning horizons and marshal foreseen 
projects in rate-of-return rank, even though such a demand schedule 
is bound to be incomplete. A creative search for investment oppor- 
tunities is an important aspect of good capital management. This 
submerged, latent demand for capital funds does not materialize 
unless it is aggressively sought. 

2. Projection of net cash generation for the coming planning 
period. Total cash generation needs to be forecasted, net of divi- 
dends, current working capital, and safety cushion requirements, to 
get an estimate of probable cash available for internal investment. 

3. Determination of the company’s external cost of capital. This 
involves projection of cost of equity capital, debt capital, and deci- 
sions on capital structure. 

4. Classification of investment proposals. Systematic recognition 
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of differences in risk, in strategic value, and in methods of estimat- 
ing return can be facilitated by a relevant scheme of classifying in- 
dividual proposals. The development of an appropriate classifica- 
tion involves analytical work that might be characterized as re- 
search. 


IV. Lonc-RANGE PROJECTIONS OF CAPITAL EXPENDITURES 
AND SUPPLY OF FUNDS 


Measuring the worth of individual investment proposals and 
developing standards and systems for screening proposals are the 
two most important practical problems of capital-expenditure man- 
agement. A third problem, which I shall only mention in closing, 
is long-range projection of desirable capital outlays for various 
planning periods. These projections should be based on company 
development plans, long-term forecasts of routine replacements, 
capacity needs, and technical advances. Such forecasts are an essen- 
tial foundation for estimating the economic life of currently pro- 
posed investments. They also provide the basis for planning new 
financing, retiring outstanding securities, and managing dividend 
policy. 

Many kinds of investigations are needed to make these forecasts 
realistic: (1) long-run conjectures (assumptions?) about levels of 
general economic activity, (2) long-range forecasts of physical 
volumes of production of the industry and the firm, (3) projection 
of probable capacity-needs at distant dates in the light of these 
activity forecasts, (4) projection of technical and locational obso- 
lescence, as best it can be foreseen, in terms of incidence on par- 
ticular facilities, (5) projection of programmable replacement and 
major repairs year by year. 


CONCLUSION 


Economically realistic management of capital expenditures re- 
quires continuous probing into the future. From this examination 
of the practical needs of management in dealing with the capital 
expenditures of a large corporation, it is apparent that research of 
some sort is needed at various stages in the exploration and ap- 
praisal of individual investment proposals, in rationing capital funds 
among these proposed expenditures, and in budgeting and forecast- 
ing capital outlays. 

This research in planning and controlling capital expenditures 
is not part of the public domain. It cannot be undertaken by the 
cloistered scholar. It must be done by people who have complete 
access to intimate company information. 
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NEW YORK STOCK EXCHANGE RESEARCH PROGRAM 
ON SHARE OWNERSHIP 


JoNATHAN A. Brown AND Howarp C. Bronson’ 
New York Stock Exchange 


I. INTRODUCTION 


THIS PAPER OUTLINES the research work that the New York Stock 
Exchange is doing and contemplates doing in the field of share 
ownership. This discussion seems timely because the basic objec- 
tives of our research program are at present under review and 
development. Indeed, they have been since Mr. Funston assumed 
the presidency of the New York Stock Exchange in September, 
1951. This paper, therefore, affords us an opportunity to expose 
the Exchange’s ideas regarding this program to the critical exam- 
ination of those outside the Exchange community who may also 
be interested. 

Before outlining the objectives and plans of our research pro- 
gram on share ownership, we would like to emphasize the fact that 
our work is not limited to this area, although it is a very important 
part. Other major areas of research in which we are engaged include 
problems relating to (1) federal, state, and local taxes; (2) the 
exchange’s competitive position, including such competition as di- 
rect placements, over-the-counter markets,” and regional exchanges; 
(3) the general economic outlook; (4) specialized studies on prob- 
lems peculiar to the operation of the Exchange, such as commis- 
sion studies and trading hours. 


II. OBJECTIVES OF SHARE OWNERSHIP RESEARCH PROGRAM 


In formulating our research plans on share ownership we have 
five major objectives in mind; all leading to the who, why, when, 
where, and how of this broad question: 

1. The first is to maintain up-to-date information on the number 
and characteristics of shareowners. We would like to have complete 


1. Mr. Brown is director of the Department of Research and Statistics and Mr. 
Bronson is a research associate on the staff of the Department. 


2. For results of recent research in this field, see: G. Wright Hoffman, Character 
and Extent of Over-the-Counter Markets (1952), Irwin Friend, Activity on Over-the- 
Counter Markets (1951), and Willis Winn, Positioning Securities on Over-the-Counter 
Markets (1951) (Philadelphia: University of Pennsylvania Press). 
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information on the unduplicated number of shareholders, their 
geographic distribution, age, income, education, and other pertinent 
facts leading us to a broader understanding of our customers. 

2. The second is to obtain a knowledge of the basic motivations 
behind stock-buying and stock-selling transactions, including a de- 
tailed analysis of the individuals and institutions making up our 
daily market. 

3. The third is to collect, summarize, and disseminate a variety 
of financial statistics, including “short interest” figures, odd-lot pur- 
chases and sales, month-end bond and stock values, member firm 
borrowings, member firm trading, and other information of interest 
to shareowners.* 

4. The fourth is to consider methods by which the Exchange can 
aid member firms in broadening share ownership and in conducting 
in the best possible manner the broker-client relationship upon 
which our business rests. 

5. The fifth is to determine public attitudes regarding the Stock 
Exchange itself, its function, and its place in the American enter- 
prise system. 

In carrying out these basic objectives, we intend to employ sev- 
eral research methods, from the evaluation of previous research 
and the development of original primary data, to seeking the assist- 
ance of interested outside groups and individuals. 


III. Our 1952 AccoOMPLISHMENTS 


In meeting the first two basic objectives, that of learning about 
our customers and their buying motives, two important research 
projects were carried out in 1952. One was the Brookings study on 
share ownership, which was undoubtedly the largest research proj- 
ect of its kind ever undertaken.‘ 


A. BROOKINGS STUDY 


This study was published in June of 1952, after nine months of 
extensive work. 

In addition to providing basic facts on many phases of share 
ownership which were heretofore largely guesses, this study broke 
new ground in two important respects: 

1. First, it gave us information on who were the real (or bene- 

3. Tabulations of most of these series are published annually in the New York Stock 


Exchange, Year Book. Copies of the Year Book, as well as monthly releases summa- 
rizing principal data collected, are available upon request. 


4. Lewis H. Kimmel, Share Ownership in the United States (Brookings Institution, 
June, 1952). Copies available from the Institution at $1.50 each. 
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ficial) owners of stock nominally listed in the names of brokers and 
nominees. The Brookings Institution, working in collaboration with 
the NYSE, and with the co-operation of a great number of brokers 
and leading banks, determined for the first time significant data 
on this subject. 

2. The second highlight was to make a direct consumer study 
involving thousands of families. A field study conducted for Brook- 
ings and ourselves by Stewart, Dougall and Associates of New 
York City, gave us detailed information on the net number of 
unduplicated shareowners.° 

We obtained a wealth of new data about these American share- 
owners, including such facts as: (1) six and one-half million peo- 
ple in the United States, members of 4.8 million family spending 
units, own shares in public corporations; (2) the average number 
of issues held by shareowners has been estimated at 4.1, with men 
holding somewhat more shares than women; (3) the proportion 
of families and individuals owning shares is the highest in the far 
western states, with the eastern states a close second. 


B. PUBLIC TRANSACTION STUDY 


The second big accomplishment in 1952 in the field of share own- 
ership research was the Public Transaction Study, which was, in 
effect, an X-ray photograph of public trading on two selected dates.® 

The problem that prompted this study was basically one of a 
lack of definite information as to what types of individuals and in- 
stitutions made up our daily trading volume. By getting a de- 
tailed report from each customer’s representative, on each of 44,000 
transactions executed on September 10 and September 17, 1952, 
we obtained the first comprehensive picture of who our customers 
are, and how and why they trade. The co-operation of the industry 
in this study was excellent and enabled us to obtain a coverage of 
93 per cent of all transactions executed on the two selected days. 

This study also provided us with a wealth of new information. 
For example, we learned that: 

1. Traders—that is, those whose transactions were completed 
within thirty days—accounted for less than 5 per cent of our 
volume, on both of the two selected days. 

2. Persons with estimated incomes of $10,000 or less a year were 


5. Including basic information about them, such as age, education, employment 
status, geographic location, sex, income, home ownership, etc. 


6. New York Stock Exchange, Public Transaction Study (September 10 and Sep- 
tember 17, 1952). Copies of the Summary Report available upon request. 








132 The Journal of Finance 


responsible for more buying and selling than those with incomes 
of $10,000 to $25,000, and $25,000 and over. 

3. Margin buying represented only about one-fifth of our total 
business. 

4. Persons and institutions located in the middle Atlantic states, 
particularly New York, accounted for about half of our trading 
activity. 

5. Institutional investors were responsible for nearly 20 per cent 
of our trading. 


IV. THE FuTURE RESEARCH PROGRAM OF THE NYSE 


Plans for the future study of share ownership are now being 
formulated. In meeting our first objective, that of providing up-to- 
date information on the number and characteristics of shareowners, 
it is possible that a repeat Brooking’s study will be made every 
five years, or perhaps every decade, though to do so is a major 
undertaking. 

Studying the basic motivations behind stock transactions, our 
second objective, will require continuous studies of our market. 
Among other things, we hope to conduct public Transaction Studies, 
at least on an annual basis. 

In addition, we are considering the possibility of working with 
the Bureau of the Census in formulating questions on share owner- 
ship.’ We also plan to continue to work with other organizations, 
such as the Securities and Exchange Commission, the Federal Re- 
serve Board, etc. For example, the Federal Reserve Board, in col- 
laboration with the Survey Research Center at the University of 
Michigan, is doing some excellent work in this field as part of their 
annual Survey of Consumer Finances.* 

The third objective—making certain statistical data available 
monthly and/or periodically—has been an important function of 
the Research and Statistics Department for many years. Included 
in this field are numerous special statistical studies done for the 
Department of Public Relations and published in our magazine. 

The last two objectives—research on methods of helping member 
firms breaden share ownership, and knowing more about what the 

7. U.S. Department of Commerce, Bureau of the Census, Current Population Re- 
ports. 


8. For an interesting comparison between some of the Brookings data and the 1952 
Survey of Consumer Finances, see George Katona, et al., “Stock Ownership among 
Families,” Michigan Business Review (January, 1953), pp. 12-16. 


9. New York Stock Exchange, The Exchange, published monthly, annual subscrip- 
tion $1.00. 
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public thinks about stocks generally and the New York Stock Ex- 
change specifically—are handled primarily through our Public Re- 
lations Department. 

With respect to all five objectives, our future plans will be in 
accordance with the framework developed in 1952, with such addi- 
tional and special studies as seem necessary as our program de- 
velops. 


V. Future INDEPENDENTLY CONDUCTED RESEARCH PROJECTS 


In addition to our own program, there are numerous questions 
on share ownership of such a nature and interest as to be suitable 
for independent study. 

The following are a few examples of worthwhile projects that 
could be undertaken on a local basis, using either secondary and/or 
primary data: 

1. Methods of improving financial and economic knowledge 
through education.—Educators have an important part in formu- 
lating public attitudes. We feel quite strongly that our program 
to broaden share ownership can and should go no further or faster 
than the educational process. If we are to achieve our goal of share- 
owners who recognize the risks and responsibilities as well as the 
advantages of stock ownership, we must concern ourselves with 
the adequacy of our nation’s economic education. 

There are two questions that come to mind in this field of econom- 
ic and practical financial education: (1) Where are the specific 
gaps in the educational process and how can they be overcome? 
This includes gaps at the secondary, collegiate, and adult educa- 
tional levels. (2) How adequate is the case and text material for 
such courses, and what material is needed for improving them? 

Along this line, the Brookings Institution, in a recent study on 
the problem of economic education,’® was somewhat critical of the 
lack of adequate economic training in American colleges and sec- 
ondary schools. 

We believe the number of possibilities for fruitful research in 
this field of education is almost limitless. To quote the Brookings 
study: “. . . There remains a great challenge for professional edu- 
cators in this area...” 

2. Regional securities exchanges.—In addition to the two major 
securities exchanges located in New York, there are a dozen or 


10. C. W. McKee and H. G. Moulton, A Survey of Economic Education in the 
United States (The Brookings Institution, 1951). 


11. Ibid., p. 57. 
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so important regional exchanges.’* These regional securities ex- 
changes perform very important and useful functions. A compre- 
hensive study of their activity, even of just one of them in a par- 
ticular city, would be a very challenging and interesting contribu- 
tion. 

3. Consumer attitudinal studies—There are a number of ques- 
tions which could be included in the general category of consumer 
attitudinal studies. Research projects of this type can have as broad 
a geographical coverage and as wide a range of questions as feasible. 

It is in the public interest that we know more about public atti- 
tudes regarding stocks and bonds for investment, as well as public 
opinion regarding stock markets generally, the function of the New 
York Stock Exchange, etc. Among many answers we would like 
to know, for example, are facts regarding what methods of com- 
munication investors rely upon most in selecting their specific invest- 
ments. This is regardless of whether these extra consumer dollars 
go into insurance, real estate, stocks, bonds, mutual funds, or sav- 
ings accounts. 

4. Changing investment problems of typical family.—A case 
study of the investment behavior and investment problems con- 
fronting a typical family, as it advances through various economic 
and social stages, would be of real value. Case studies of this nature 
would provide a knowledge of the why, when, and where of basic 
investment practices. Such information is needed for a realistic 
understanding of our over-all problems in the field of both financial 
education and investment service. 

5. Equity capital—tThe problem of insuring an adequate supply 
of equity capital is one of the major challenges confronting our 
economic system. Anything which hampers the flow of equity funds 
or unduly reduces its supply is a serious deterrent to our country’s 
economic progress. We need to have more factual data about the 
impact of this problem at the local level. What is the real “grass 
roots” situation on equity capital? Do we need new types of equity 
securities, or new financing institutions? To what extent will tax 
alleviation solve the equity capital problem? 

Any research done in this field, as well as the others mentioned, 
is of sufficient importance to us that we would appreciate receiving 
copies of the results of such work, and being kept informed about 
them if the research is of sufficient scope. 


12. The major registered regional securities exchanges are located in the cities of 
Boston, Chicago, Cincinnati, Detroit, Los Angeles, New Orleans, Philadelphia, Pitts 
burgh, Salt Lake City, San Francisco, Spokane, and Washington, D.C. 
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6. Use of NYSE statistical data——More detailed analysis and 
evaluation of the significance of the statistics published by the 
New York Stock Exchange would be desirable and, we think, fruit- 
ful. Data such as odd-lot figures, member firm borrowings, member 
firm trading, “short interest” volume, etc., should be more fully 
utilized and analyzed as to their possible economic significance. 

We welcome suggestions on the adequacy of our data, possible 
methods of improvement, and any changes which would be de- 
sirable in our methods of collection and public release. 

7. Institutional investors —Financial institutions such as life in- 
surance companies are becoming increasingly important as sources 
of investment funds. Analysis of the investment portfolios and trad- 
ing motives of these investors, including pension trusts, endow- 
ment funds, and investment companies could be undertaken by 
those in the fields of finance or economics who are interested in 
this development. 

The Exchange is keenly aware of the importance of these in- 
vestors and desirous of learning more about their investment be- 
havior. 

VI. SumMARY 


Broader participation in the share ownership of American in- 
dustry is a basic objective of the Exchange, and one which we feel 
is important to the national interest. 

There are no alternative forms of investment for the ordinary 
man offering an opportunity for capital appreciation with the ease 
and the low cost of purchase and sale, the frequent appraisal, the 
high liquidity, and the protection which is afforded share owner- 
ship in a company listed on the New York Stock Exchange. 

In view of the many advantages of share ownership, the present 
total of 64 million shareowners in public companies, or under 5 
per cent of the population, presents a real challenge. In contrast to 
record business activity, savings which are at record peacetime 
rates, and high levels of capital investment, stock transactions on 
organized exchanges are at relatively low levels. This anomaly 
raises many questions about share ownership that need answering. 

In 1952, we made a start in getting some of these answers, 
primarily through the Brookings and the Public Transaction Studies. 

In the future, we will continue along these same lines of re- 
search, as well as broadening our general scope. However, the 
unexplored territory is so broad and the number of research ques- 
tions so many that there is ample room for much independent re- 
search work in this field. 
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A few of such areas of research include: (1) needed improve- 
ments in financial education, (2) the important place of regional 
securities exchanges, (3) attitudinal studies among consumers, 
(4) changing investment problems of a typical family, (5) scarcity 
of equity capital, (6) analysis of NYSE data, and (7) future place 
of institutional investors. 

Many of these studies would not necessarily have to be conducted 
locally if either the data or the financial means were available to 
conduct regional or nation-wide studies. The emphasis, however, 
has been in suggesting certain areas for research which could be 
conducted by one or two persons, with relatively limited time and 
financial resources. 

Our basic over-all research objective in this field is to learn 
more about the people whom we are serving—the present and po- 
tential shareowners of America. And what is most important, how 
we can better serve America by giving better service to the American 
public. 
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EFFECTS OF TAXATION ON THE INVESTMENT POLICIES 
AND CAPACITIES OF INDIVIDUALS 


LAWRENCE E. THOMPSON AND J. KEITH BUTTERS 


Harvard University 


THE CRYING NEED in a study of the effects of taxation on the in- 
vestment capacity and policies of individuals—especially of in- 
dividuals with large incomes and substantial wealth—is for empirical 
information.’ The theoretical aspects of the problem have been dis- 
cussed at length in academic literature. Previous studies have also 
provided extensive aggregative analysis and a considerable amount 
of case material illustrating different types of investor reactions. 
But the available empirical information has been so limited that it 
has been difficult or impossible to draw even tentative generaliza- 
tions as to how investors really think and act which were founded 
on fact rather than on hypothesis or assertion. 

In this paper we shall summarize the main conclusions of a re- 
search project which has attempted to obtain a broad base of em- 
pirical data bearing on this problem. In order to have time to 
touch on at least the highlights of our main findings we shall not 
stop to describe our methodology except to say that it has relied 
heavily on the “small sample” field survey techniques; our primary 
sources of information consist of Survey Research Center data and 
a sample of 750 interviews with private investors, mainly in the 
upper income and wealth percentiles of the population. The latter 
interviews were conducted by our staff as part of the empirical re- 
search underlying this study. 


Mayor FINpDINGS 


A summary of our major findings can best be focused on three 
key questions around which our analysis was centered: 
1. Whose investment decisions are important, in so far as the 


1. This paper constitutes a preliminary report on the findings of the seventh mono- 
graph in the series on the effects of taxation on business which has been conducted 
through the Harvard Graduate School of Business Administration and financed by a 
grant from the Merrill Foundation for Advancement of Financial Knowledge. This 
monograph, now in press, is by J. Keith Butters, Lawrence E. Thompson, and Lynn 
L. Bollinger and is entitled Effects of Taxation on the Investments of Individuals 
(Boston: Harvard Business School, Division of Research, April, 1953). 

We wish to express our thanks to Dr. George Katona of the University of Michigan 
and our colleagues, Professors Lynn L. Bollinger, John Lintner, and Dan T. Smith, 
for their advice and counsel. 
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flow of equity capital from private individuals to business is con- 
cerned? 

2. How have taxes affected the investment capacity of these 
groups of investors? 

3. How have taxes affected their investment policies? 


WuoseE INVESTMENT DEcIsIONS ARE IMPORTANT 


The first question, “Whose investment decisions are important?” 
is a key question for any study of the effects of taxes on individual 
investors. The tax structure has a sharply differing impact on people 
in different income classes, and it is therefore necessary to differ- 
entiate the small proportion of individuals in the society who receive 
sizable incomes from the large mass of the population with small to 
medium-sized incomes. 

Broadly speaking, the evidence leads to an unambiguous answer 
to the question: Whose investment decisions are important? From 
the standpoint of the flow of equity capital from private investors 
to business, the investment decisions of individuals in. the upper 
income and wealth classes are of overwhelming importance. 

This conclusion is based on an analysis which attempts to ascer- 
tain: (1) the groups in the population which have the capacity to 
invest in business equities in large amounts, and (2) the groups 
which are disposed to do so. We shall not attempt to summarize all 
the evidence in support of the foregoing conclusion, but one portion 
of it which is closely related to the preceding paper should be 
mentioned. 

The Brookings Institution-New York Stock Exchange study of 
the ownership of marketable stock generally confirms the prior 
Survey Research Center estimates based on a succession of annual 
surveys that there are in the order of four to five million spending 
units in the United States who own shares in publicly held stocks. 
These figures have been widely cited in the financial press as evi- 
dence of the broad distribution of the ownership of American busi- 
ness throughout the population as a whole even though they show 
that less than one spending unit in ten in the country owns market- 
able stock. Judgments concerning the distribution of stock owner- 
ship based solely on the number of spending units or individuals 
owning stock, however, are likely to be seriously misleading; for 
most purposes it is necessary to take into account the amounts of 
stock owned by different spending units, in short the degree to which 
stock ownership is concentrated in particular groups. 

By combining the SRC data, data from tax returns, and our own 
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field survey, we estimate that a minimum of 55 per cent to 60 per 
cent (and more probably 65 per cent to 70 per cent) of all the 
marketable stock held by private individuals is owned by spending 
units with a net worth in excess of a quarter of a million dollars. 
Precise data on the fraction of spending units with this amount of 
wealth are not available, but it is clear that only a relatively small 
fraction of 1 per cent of all spending units has a net worth as large 
as $250,000. 

By the same type of analysis it can be shown that a large frac- 
tion of outstanding marketable stock is held by spending units with 
large incomes. Our best estimate is that as of 1949: 

1. Spending units with incomes of $50,000 and over—approxi- 
mately one-tenth of 1 per cent of all spending units—held about 
35 per cent of all marketable stock owned by private individuals. 

2. Spending units with incomes of $25,000 and over—in the gen- 
eral order of one-half of 1 per cent of the population—held about 
half of all privately owned stock. 

3. Spending units with incomes of $15,000 and over—in the gen- 
eral order of the top 1 per cent of the population—held about 65 
per cent of this total of marketable stock. 

4. Spending units with incomes of $10,000 and over—approxi- 
mately the top 3 per cent of the population—held about 75 per cent 
of all marketable stock owned by private investors. 

These estimates are necessarily rough approximations rather than 
precise measurements, but it appears highly unlikely that they 
understate significantly the actual degree of concentration in the 
ownership of marketable stock. While our estimates are based on 
1949 data, the best available information indicates that there has 
been no downward shift in concentration since 1949. 

These data do not provide unambiguous evidence as to the income 
groups and wealth groups which are disposed to supply equity cap- 
ital to business. They do, however, constitute one of many strands 
of evidence which point to the conclusion that business must Jook 
mainly to a very small percentage of the population—individuals 
with large incomes or substantial holdings of wealth or both—to 
find any widespread willingness to assume the risks of business 
ownership, especially of unseasoned enterprises. 

Once the focal point of our analysis—namely, individuals in the 
upper income and wealth classes—has beein determined, the re- 
maining problems are to ascertain the effects of taxes on the invest- 
ment capacity of these individuals and on their investment Policies. 











The Journal of Finance 


EFFECT OF TAXES ON INVESTMENT CAPACITY OF 
UPPER-INCOME INDIVIDUALS 


The prevailing belief in the business and financial community 
appears to be that the severe tax increases of recent years have, for 
all practical purposes, wiped out the capacity of individuals with 
large incomes to save. The reason for this widespread conviction is 
not hard to understand. The increases in personal income tax rates 
since the 1920’s have been so severe that on superficial examination 
they appear to establish a prima facie demonstration of this thesis. 
Moreover, it can be shown beyond any reasonable doubt that the 
tax increases of recent years have cut severely into the incomes of 
upper-bracket individuals and undoubtedly also into their capacity 
to accumulate new investable funds, provided that the incomes of 
these individuals bear the full brunt of the individual income tax. 

This demonstration, however, falls far short of showing that 
taxes have wiped out, or anywhere nearly wiped out, the capacity 
of upper-bracket individuals to accumulate new investable funds. 
On the contrary, the evidence indicates that as a group individuals 
in the upper income percentiles are still accumulating large amounts 
of new investable funds despite existing tax rates. With the popu- 
lation divided into income deciles, the available data indicate that 
from 1947 through 1950 the one-tenth of all spending units with 
income of about $6,000 and over accumulated new investable funds 
amounting to about $10 billion annually; these accumulations ac- 
counted for about four-fifths of the total investable funds accumu- 
lated by all individuals during these four years. Further analysis, 
based on somewhat less conclusive data, indicates: 

1. That the top 1 per cent of all spending units with incomes of 
about $15,000 and over accounted for about 30 per cent to 35 per 
cent of the annual accumulations of investable funds made by all 
spending units in 1948 and presumably also in other postwar years.” 

2. That the top 3 per cent of all spending units with incomes of 
$10,000 and over accounted for 45 per cent to 50 per cent of the 
total. 

3. That the top 5 per cent of all spending units with net incomes 
of $7,500 and over accounted for 60 per cent to 65 per cent of the 
total. 

Two reasons appear to explain the continued large accumulations 
of funds by individuals in the upper-income groups. 


2. The tax increases of 1950 and 1951, however, may have cut into the propor- 
tionate accumulations of the top percentile of the population in 1951. 
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First, the habit of saving appears to be deeply ingrained in most 
individuals with moderate to large incomes. All the evidence indi- 
cates that the overwhelming majority of the individuals in the top 
1 per cent of the population—ranked by size of income—are still 
accumulating positive savings, and that the savings of at least half 
these individuals amount to a fairly sizable fraction of their in- 
comes before taxes, say, to a fifth or more. 

Within the group of persons receiving very large incomes, it is 
quite possible that those whose living standards were geared to high 
levels before the period of very high income taxes, and whose dis- 
posable incomes have been sharply reduced by the imposition of 
such taxes, may have ceased to save significantly or may even be 
living off their capital in many instances. This group, however, ap- 
pears to be more than offset by individuals whose incomes (both 
before and after taxes) have risen along with or after the imposition 
of very high tax rates. The evidence appears to indicate that, as the 
income of such persons (say, young executive or professional per- 
sons) rises, the advance in their living standards is keyed to their 
disposable income rather than to their income before taxes, and that — 
(by and large) they continue to save despite the high income taxes 
which they must pay. They do so, however, only by accepting less 
luxurious living standards than their predecessors in equivalent 
positions were able to maintain in the era of low tax rates. 

A second major explanation of the continued capacity of upper- 
bracket individuals to accumulate substantial amounts of investable 
funds is that there are numerous ways in which many groups of 
upper-bracket individuals can accumulate investable funds without 
having them subjected to the full impact of the individual income 
tax. While the data for appraising the extent to which advantage is 
taken of the opportunities of avoiding the full impact of the indi- 
vidual income tax are not very satisfactory, it can safely be con- 
cluded that the use made of them contributes substantially to the 
surprisingly large accumulations of savings still being made by in- 
dividuals with large incomes. 

In general, then, our conclusion is that the changes in the tax 
structure over the past fifteen to twenty years have substantially 
reduced the capacity of upper-bracket individuals to accumulate 
new investable funds as compared with what they would have been 
able to accumulate under a less progressive tax structure, but that, 
for the reasons indicated, their remaining capacity is still very large 
—much larger than is popularly supposed. 
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EFFECT OF TAXES ON INVESTMENT POLICIES OF 
UPPER-INCOME INDIVIDUALS 


We turn now to a consideration of the effect of taxes on the in- 
vestment policies of individuals, particularly of individuals with 
large incomes and substantial wealth. Besides curtailing the invest- 
ment capacity of individuals, taxes could restrict the supply of 
funds which individual investors are able and willing to invest in 
business equities by reducing the incentives for individuals to risk 
their funds in such investments. The fact that individuals with large 
incomes are still able to accumulate large amounts of investable 
funds under existing tax rates makes it all the more important to 
determine the effect of taxes on the investment policies of these in- 
dividuals. If there is real substance to the allegation that taxes 
have dried up or seriously impeded he flow of equity capital to busi- 
ness, they must have greatly reduced the willingness of individuals 
to put their funds to venturesome uses; the restrictive effects of 
taxes on the investment capacity of individuals, though real, have 
not been sufficiently powerful by themselves to substantiate this 
allegation. 

The first point to be made in discussing the effects of taxes on 
the investment policies of individuals is that patterns of investor 
thinking and reactions are extremely complicated and diverse. For 
this reason it is difficult to condense our findings in this area, and 
the following comments should be recognized as a highly oversim- 
plified summary. We shall deal only with the effects of taxes on 
the willingness of investors to incur differing degrees of investment 
risks, that is, to follow venturesome or conservative investment 
policies, and shall not consider other types of tax effects such as 
those on the timing of investment transactions or on the use of such 
means as gifts and trusts to reduce income and death tax liabilities. 

At a general level, one fact stands out very clearly from an anal- 
ysis of our field interviews. The ways in which taxes affect the in- 
vestment policies of individuals can be meaningfully discussed only 
in the light of the investment objectives of different groups of in- 
vestors. Two individuals, similarly situated as to age, family re- 
sponsibilities, and income and wealth status, may react to the tax 
structure in very different ways if they have different investment 
objectives. Before reporting our conclusions on tax effects, there- 
fore, it will be helpful to describe the range of nvestment objectives 
which characterize the individuals in our sample (and presumably 
also the population at large). Broadly speaking, these individuals 
can be classified into the following categories: 
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1. Investors who take the extreme position of conservatism and 
who strive simply (or mainly) to preserve their capital. Most in- 
dividuals who gave capital preservation as their main investment 
objective appeared to have in mind the dollar value of their wealth 
rather than its real value in terms of purchasing power. 

2. Investors who have both capital preservation (or security) and 
a moderate income yield as investment objectives, but who are very 
reluctant to make investments which involve an appreciable degree 
of risk of capital loss. 

3. Investors who place a major emphasis on an “adequate in- 
come yield” or a “good return” from their investments and who are 
willing to assume somewhat greater risks of capital loss provided 
that the prospective income yield is great enough to warrant the 
assumption of these risks. 

4. Investors who stress both an adequate income yield and an 
opportunity for capital appreciation as investment objectives and 
who are willing to assume still greater risks of capital loss provided 
that the prospects for capital appreciation are good. 

5. Investors who are interested almost exclusively in capital ap- 
preciation and who have relatively little interest in income yield. 
This type of investor typically expects to assume high risks of 
capital loss provided that the compensating opportunities for large 
capital gains are sufficiently attractive. 

From the standpoint of tax effects, the most significant break- 
down of investors by categories of investment objectives is between 
those investors who have capital appreciation as a main or impor- 
tant investment objective and those who do not. Individuals with 
capital appreciation as a major investment objective typically react 
very differently to the tax structure than do those whose major em- 
phasis is on income yield or on security. To the extent that taxes 
influence investment decisions at all, they drive the great majority 
of investors with the latter objectives into more conservative in- 
vestments, whereas they typically induce investors interested main- 
ly in capital appreciation to make even more venturesome invest- 
ments than they otherwise would. 

One of the significant findings of our field interviews is that a 
much larger proportion of investors in the upper income groups 
than in the lower-income groups has capital appreciation as a main 
or important investment objective (i.e., fall in investment objective 
groups 4 and 5). Only about one-fourth of the individuals in our 
sample with incomes of less than $7,500 expressed a strong interest 
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in capital appreciation as an investment objective as compared with 
well over half those with incomes of $25,000 and over. 

Our sample data probably contain some bias toward venturesome- 
ness in investment objectives in all income groups, but our belief is 
that this bias is only moderate in degree in the top income groups. 
In the lower income ranges of the sample, however, it is almost cer- 
tainly very substantial. Thus, if the population at large could be 
classified by investment objectives, it seems reasonable to suppose 
that the relative differences between the proportion of lower and 
upper income class individuals in the two most venturesome groups 
—groups 4 and 5—would be even greater than the figures just cited, 
but that the absolute proportion for the top income groups would 
be somewhat lower. 

Because of the sharp differences in the reaction to the tax struc- 
ture of income-minded and security-minded investors, as compared 
with appreciation-minded investors, the general nature of the tax 
effects on individuals can best be described by discussing these two 
groups separately. 

Income-minded and security-minded investors—Income-minded 
and security-minded investors, in making investment decisions, tend 
to balance the current income yield of their investments against 
the risk of capital loss, and to give very little weight in their invest- 
ment decisions to the possibility of capital gains usually present in 
investments which also present high risks of capital loss. The high 
rates of the individual income tax exert by far the most important 
tax influence on the investment decisions of these groups of indi- 
viduals, and their predominant effect is to drive these individuals 
into lower-yield, less risky investments than they would otherwise 
make. The intensity of this tax effect is, of course, closely related 
to the tax brackets of the investors concerned. 

For these groups of investors, the high income tax rates on upper- 
bracket individuals exert their main effects by greatly reducing both 
the absolute yield and the relative yield on high-yield investments 
(such as common stock) as compared with low-yield investments 
(such as government bonds). For individuals in very high tax 
brackets, the after-tax yields on such investments as common stocks 
may even be reduced below those available from some types of low- 
risk investments such as tax-exempt securities and certain life in- 
surance policies. This reduction (or even reversal) in after-tax 
yield differentials causes many investors with income or capital 
preservation as an investment objective to shift part of their funds 
out of, say, common stocks and into lower-yield investments because 
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they do not regard the income yield remaining after taxes from 
high-yield securities as adequate compensation for the risks of capi- 
tal loss inherent in their ownership. 

Theoretically, the fact that in computing taxable income capital 
losses may be deducted, at least in part, constitutes a partial offset 
to the foregoing repressive effects. To the extent that capital losses 
can be offset against otherwise taxable income or capital gains, the 
net amount at risk by the taxpayer is less than the total amount 
invested. In other words, the maximum net loss which can be suf- 
fered by the taxpayer is the total amount of his investment /ess any 
compensating tax savings in the event that the investment turns out 
to be a total loss.* Much has been made of this point in theoretical 
analyses of tax effects. 

Practically speaking, however, these offsetting considerations to 
the repressive effects of high income tax rates are of very limited 
importance for the categories of investors now being discussed. For 
one reason, the severe restrictions placed on the deductibility of 
capital losses by the tax law greatly reduce the potency of loss de- 
ductions as a factor influencing the investment decisions of individ- 
uals. Subject to minor qualifications, the maximum tax benefit 
which can be derived from the deductibility of capital losses on as- 
sets held for more than six months is 26 cents for each dollar of 
realized loss, and even this tax benefit is dependent on the availa- 
bility of capital gains against which the loss can be offset. 

A second reason of major importance in reducing the practical 
importance of loss offsets for these groups of investors is that these 
offsets are not usually in the forefront of investor consciousness. As 
a general statement, investments are made because the investor ex- 
pects them to be successful, not because he anticipates that they 
will be a failure. Given this expectation, it is only natural that 
greater attention is given by investors to the impact of taxes in 
reducing the return available in the event of success than to the 
cushioning effect of loss offsets in the event of failure. Consequently, 
for investors who are motivated by the prospective income yield of 
their investments rather than by a desire for capital gains, the exist- 
ence of high surtax rates typically constitutes an investment deter- 
rent and would, we believe, continue to do so even if substantially 
more generous loss offsets were permitted than are now allowed.* 

3. This statement ignores certain refinements such as discounts which should be 


applied to the tax savings resulting from loss offsets because they will be obtained 
at a later date and because their receipt is subject to some uncertainty. 


4. This point is difficult to prove empirically, but evidence bearing on it is cited 
in our forthcoming report. If valid, the point has an important bearing on the policy 








146 The Journal of Finance 


As already noted, the income tax effects just described account 
for the large majority of tax motivated shifts in a conservative di- 
rection by the groups of investors under discussion. The only other 
tax effect causing any considerable number of security-minded and 
income-minded individuals to shift to more conservative investment 
positions was the desire for liquidity stimulated by the estate tax. 
The estate tax structure creates a definite incentive for many in- 
dividuals, especially those in the top wealth classes, to increase their 
holdings of liquid assets and of life insurance in order to provide 
a ready means of payment of their estate taxes on their death. 
Generally speaking, however, the shifts in this direction by the in- 
vestors in our sample appear to have been moderate in degree. 
Only a minority, even of the wealthiest individuals in the sample, 
appear to have increased their holdings of these assets for estate 
tax reasons. 

In contrast, there were only a few cases in which income-minded 
and security-minded investors were stimulated by tax considerations 
to take greater rather than smaller investment risks. With one or 
two isolated exceptions these instances were all essentially similar. 
They consisted of individuals who were under such pressure to 
maintain a given level of income that they were prompted to shift 
to more venturesome forms of investment as high taxes (and other 
factors such as increases in the general cost of living, the loss of 
earned income on retirement, and declining interest rates) placed 
increasing pressure on their standard of living. This reaction was 
reported mainly by individuals with incomes of less than $25,000. 

In view of the importance sometimes attached to this type of re- 
action—usually described as the “income effect” in academic litera- 
ture—the really significant fact to be noted is that it was encoun- 
tered so infrequently among individuals whom we interviewed. This 
reaction to the tax structure was sufficiently definite to be recogniz- 
able for only about 1 per cent of the individuals interviewed, as 
compared with the far larger proportion of individuals who shifted 
from more to less risky investment positions because taxes reduced 
the return on high-yield investments below the level believed to 
constitute adequate compensation for the risks involved. (In per- 


implications frequently drawn from the extended discussion of loss offsets both in 
academic literature and in the financial press. We do not, however, mean to imply 
that it would be impossible to construct a system of loss offsets which would consti- 
tute a strong investment stimulus. If, for example, unrestricted deductibility of all 
losses against ordinary income were permitted without any increase in the existing 
rate of taxation on capital gains, the resulting subsidies to risky investments would 
be so great that they would be bound to have a pronounced effect—but at consider- 
able cost in terms of the equity of the tax structure. 
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haps another 1 per cent of the cases, the “income effect” was iden- 
tifiable but was not coded as a tax effect because it appeared to be 
associated predominantly or exclusively with the nontax factors such 
as the decline in interest rates or the increase in the cost of living. 

Tax effects on appreciation-minded investors —The tax effects on 
investors interested mainly in capital appreciation are quite differ- 
ent from those just summarized for the income-minded and security- 
minded investors. Our field surveys point overwhelmingly to the 
conclusion that, for appreciation-minded investors, the single most 
important feature of the tax structure is the differentially low rate 
at which long-term capital gains are taxed in comparison with the 
much higher rates on ordinary income, especially for individuals in 
the upper income tax brackets. This differential has stimulated in- 
herently venturesome individuals to seek out investments which of- 
fered prospects of capital gains rather than the receipt of ordinary 
income. As a consequence, it has caused this group of investors to 
shift funds out of relatively conservative investments, offering little 
or no opportunity for capital appreciation, and into more venture- 
some types of investments such as relatively speculative marketable 
common stocks, closely held companies, new ventures, real estate, 
and oil properties. The incentive to invest in real estate and oil 
properties, it should be noted, was further stimulated by the oppor- 
tunity of obtaining what many investors regarded as important tax 
advantages in the form of percentage depletion and current deducti- 
bility of intangible drilling costs on oil properties and depreciation 
deductions on real estate. 

The power of these inducements is reflected in the fact that, of 
the appreciation-minded individuals who responded at all to tax ef- 
fects, nearly four out of five moved into more venturesome invest- 
ment positions because of taxes while only slightly over one in five 
moved into more conservative positions. For appreciation-minded 
investors with incomes of $25,000 and over, the proportion shifting 
toward more venturesome investment positions was even greater. 

It was evident from our field interviews that many more investors 
were attracted by the favorable rate differential accorded capital 
gains than were repelled by the existing restrictions on the deduc- 
tibility of capital losses. The differential between the tax rates on 
capital gains and on ordinary income was mentioned very frequent- 
ly, especially by investors with large incomes, as a motivating factor 
in investment decisions. In contrast, only a handful of instances 
were encountered in which the existing limitations on the deducti- 
bility of capital losses were cited as deterrents to venturesome in- 
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vestments. Similarly, the absolute level of the capital gains rate and 
the length of the six-month holding period were cited as investment 
deterrents only in a very small number of instances. 

No single motivation was responsible for the limited number of 
instances in which appreciation-minded individuals were driven by 
the tax structure into less venturesome investment positions. The 
desire for liquidity to meet eventual estate tax liabilities was men- 
tioned by several investors as a reason for increased holdings of 
liquid assets and insurance. Other investors indicated that they 
were reluctant to invest in new ventures or closely held companies 
because the high rates of the corporation income tax limited the 
potential growth of these companies. Finally, in a very few cases, 
the level of the capital gains tax was cited by appreciation-minded 
investors as an explanation of a decreased willingness to make ven- 
turesome investments. But, as we have already indicated, for ap- 
preciation-minded investors as a group, all these factors combined 
were far outweighed by the positive inducement to venturesome in- 
vestments offered by the differentially low rate at which long-term 
capital gains are taxed in comparison with ordinary income.® 


OVER-ALL APPRAISAL 


With all the foregoing factors taken into account, the following 
is the best one-paragraph distillation of our findings that we can 
give: The tax structure, as of 1949, cut substantially into the in- 
vestment capacity of the upper income and wealth classes—the 
strategic source of venture capital for investment in business—and, 
on balance, it also decreased the willingness of these investors in 
the aggregate to make equity-type investments. In other words, for 
equity-type investments considered as a whole the investors who 
were induced by taxes to shift to less risky investment positions 
appear to have overbalanced the opposite reaction of appreciation- 
minded investors. The latter group, however, may have been so 
stimulated by the tax structure to seek out investments offering un- 
usually large capital gains potentialities as actually to increase the 
flow of capital to such situations. However this may be, it is clear 
that the combined impact of these effects fell far short of drying up 


5. We have not specifically discussed the tax effects on the intermediate group of 
investors—those with a major interest in both income and capital appreciation 
(group 4). As would be expected from the preceding discussion, individuals in this 
group stood midway between the two categories of investors already discussed, though 
the tax-induced shifts in a conservative direction outnumbered those in a venturesome 
direction. In view of our detailed summary of the motivations of the groups already 
discussed, it hardly seems necessary to spell out in detail the reactions of the indi- 
viduals in the intermediate position. 








Pol 


~~ 4 + 


—- oH - 4 


ae ae”, ae le 





Effects of Taxation on Investment Policies "149 


the supply of equity capital which private investors were willing and 
able to make available to business. The evidence indicates that the 
accumulation of investable funds by the upper-income classes has 
been consistently large during postwar years, despite the existing 
tax structure, and that individuals with large incomes and substan- 
tial wealth continue as a group to hold and invest a large proportion 
of their funds in equity-type investments. 

These conclusions are factual statements of our findings as of the 
period covered by our research and pertain particularly to the year 
1949. Events since 1949, however, do not point to any need for 
substantial revision of these findings. True, the severity of the tax 
structure has been increased since 1949, and this fact considered by 
itself would tend to intensify the repressive effects of the tax struc- 
ture as compared with 1949. But the tempo of business activity has 
been stepped up since 1949 and investor expectations have been re- 
vised upward. Moreover, at least until the recent past the fear of 
inflationary price rises has been much more acute than it was in 
1949. These shifts, all of which have heightened investor interest in 
capital appreciation, appear to have more than offset the repressive 
effects of the tax increases enacted since 1949. 


Poticy IMPLICATIONS 


Space does not permit a careful discussion of the policy implica- 
tions of our findings, but there are one or two main points which 
we should like to make very briefly. If our analysis is sound, the 
tax structure—from 1949 through mid-1952—has been much less 
repressive on the capacity and willingness of upper-bracket indi- 
viduals to make equity-type investments than is popularly believed. 
A superficially plausible case could even be made that there is no 
occasion for great concern over the effect of the existing tax struc- 
ture in this regard—and, in some phases of the business cycle, this 
conclusion may be essentially sound. As a generalized statement, 
however, it is far too simple. 

This conclusion ignores the fact that our field data were collected 
in a period of high business activity and reasonably optimistic in- 
vestor expectations—a period preceded by a decade of continuous 
inflationary pressures. In 1949, and even more so in the years since 
1949, the repressive aspects of the tax structure undoubtedly were 
much less potent than they would be in, say, a time of business de- 
pression; similarly, the stimulating aspects of the tax structure 
have been relatively much more powerful in the recent past than 
they would be under less favorable business conditions. In a time 








150 The Journal of Finance 


of depression and investor pessimism, the risk of capital loss would 
weigh more heavily in the minds of investors than in recent years 
and the prospects of capital gains or of a high income yield would 
appear much less enticing. Thus, conclusions as to the extent to 
which the tax structure stifles the flow of risk capital which are 
drawn from a study made during a period of high business activity 
cannot be applied without modification to a time of declining busi- 
ness activity and investor pessimism. The logic of our analysis indi- 
cates that in such a period the 1949-52 tax structure would be far 
more repressive in its economic effects than it has been during the 
past several years of generally buoyant economic conditions. 

The second major point which we wish to make has more bearing 
on the problems presented by various proposals for revisions in the 
tax structure than on the effects of the existing tax structure in dif- 
ferent phases of the business cycle. The essential problem can be 
stated as follows. The existing tax structure has been only mildly 
repressive in recent years in its aggregate effects on the decisions 
of private investors largely because it consists of a balance between 
repressive and stimulating elements; during the postwar years the 
stimulating incentives have, to a considerable degree, neutralized 
the repressive effects. These stimulating incentives arise from op- 
portunities provided by the tax law of obtaining income—or at any 
rate of accumulating investable funds—in ways that are not subject 
to the full rates of the individual income tax. To many individuals 
these opportunities of avoiding the full impact of the individual 
income tax constitute undesirable elements of discrimination in the 
tax structure which should if possible be eliminated. Thus, the di- 
lemma is posed that the features of the tax law which provide from 
many standpoints highly desirable economic incentives are, at least 
in the eyes of many persons, the source of serious inequities. 

In effect, the low capital gains rate (as well as the favorable tax 
treatment accorded certain industries) has made it possible to tax 
ordinary sources of income at exceedingly high rates without de- 
stroying the flow of equity capital from upper-bracket individuals 
to business—at least in periods such as the recent past. We believe 
it also follows, however, that—so long as the tax rates on ordinary 
income are continued at current levels and relatively riskless means 
of obtaining tax-exempt income remain readily available—any sub- 
stantial tightening up of the capital gains tax would go a long way 
toward curtailing the willingness of upper-bracket individuals to 
make venturesome investments. In other words, if the existing bal- 
ance in investment incentives is to be maintained, any increases in 
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capital gains taxation would need to be offset by compensating re- 
ductions in the rates at which ordinary income is taxed and prefer- 
ably also by a reduction or elimination of the exising opportunities 
for obtaining tax-exempt income from relatively riskless invest- 
ments. 

The purpose of these brief comments is not to recommend any 
specific tax policy toward capital gains but rather to interpret in 
general terms the relationship of the existing tax treatment of capi- 
tal gains to our general conclusion that the over-all repressive ef- 
fects of the existing tax structure on the capacity and willingness of 
upper-bracket individuals to make venturesome investments appear 
to have been limited in scope in postwar years. Unless the delicate 
interplay of investor motivations and specific tax provisions which 
have produced this effect are understood, the precarious balance 
now existing could easily be unintentionally upset by revisions in 
specific portions of the tax structure made without full recognition 
of their over-all effects. 
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HOW THE PATMAN “TEXTBOOKS” WERE WRITTEN* 


Henry C. Murpuy?+ 


International Monetary Fund 


I HAVE GIVEN A GREAT DEAL of thought to the question of how this 
paper fits in to the two programs on the Patman “textbooks.” Each 
of the other papers in these programs is concerned with some sub- 
stantive matter discussed in the textbooks. Each deals, that is, with 
the substance of monetary policy and public debt management. My 
paper, on the other hand, deals essentially with a matter of proced- 
ure, that is, how the textbooks came to be written and their signif- 
icance in the inquiry as a whole. I view it, therefore, as a preface to 
the remainder of the discussion. I shall bear this in mind through- 
out what I have to say, and shall see that I do not encroach unduly 
on the time allotted for the substantive papers. 

The Joint Committee on the Economic Report, a subcommittee 
of which conducted the inquiry, is not a legislative committee. It 
has no authority to bring in bills in either house. Any recommenda- 
tions which it may make can be only for the information and guid- 
ance of the public and of Congress and for the guidance of the rele- 
vant legislative committees—so far as they care to be so guided. But 
the Committee does have authority, directly or through subcom- 
mittees, to make inquiries and issue reports on any economic mat- 
ters, whenever it considers such inquiries or reports to be in the 
public interest. This aspect of the Patman Subcommittee’s powers, 
or lack of them, was of major importance in shaping its work in 
general and, in particular in directing the planning of the so-called 
textbooks. The Subcommittee and its staff knew that the inquiry 
would not have, and was not intended to have, any immediate legis- 
lative outcome and so had little difficulty in sublimating their ener- 


* This paper by Henry C. Murphy and the following two papers by Paul W. 
McCracken and G. L. Bach were presented at a meeting of the American Finance 
Association in Chicago on December 28, 1952. The program was under the chairman- 
ship of Wesley Lindow, Irving Trust Company, New York. 

+ The author is a member of the staff of the International Monetary Fund. The 
opinions expressed in this paper, however, are his own and do not necessarily reflect 
those of the Fund. 
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gies into an inquiry which they believed would have important long- 
range value. It might have been difficult for a legislative committee 
to have taken an equally philosophical view. In this case, I believe 
that lack of power over the immediate helped give perspective on 
the ultimate. 

The planning of the inquiry at the staff level was left entirely to 
me. In planning it, I received a great deal of assistance from the 
permanent staff of the full Committee and particularly from the 
staff director, Mr. Grover Ensley. The things which the Subcom- 
mittee did well owe a great deal to this assistance. But the final 
staff decisions were left to me and if the results show bias or tech- 
nical incompetence the responsibility is wholly mine. 

The Subcommittee held two meetings between the time I became 
economist in July and the formal issuance in October of the ques- 
tionnaires upon which the textbooks are based. I sent each mem- 
ber of the Subcommittee a complete set of draft questionnaires 
(approved by Chairman Patman) about a week before the second 
meeting and received some helpful suggestions from Subcommittee 
members at that time. In general, however, both the chairman and 
the other members of the Subcommittee considered the preparation 
of the textbooks to be properly staff work and took little part in 
it. The staff, of course, endeavored to merit this confidence by 
making the textbooks as helpful as possible to the Subcommittee 
members. 

I should like to express my thanks to the many people who helped 
us both with the textbooks and in the hearings. I especially want 
to express my thanks to the participants in this afternoon’s pro- 
grams. Five of them (including the two chairmen), that is, Messrs. 
Bach, Lindow, McCracken, Robinson, and Wallich, assisted in 
the preparation of the Treasury answers. Another—Mr. Reierson— 
assisted in the preparation of the Federal Reserve answers. Four 
of them—Messrs. Bach, Lindow, Reierson, and Whittlesey—par- 
ticipated in the round tables which, in my opinion, represented the 
highpoint of the hearings. Over 400 persons outside of the federal 
government, out of about 1,200 asked, answered the questionnaires. 
This is an extraordinarily good response for a purely voluntary in- 
quiry, where the preparation of answers required considerable time 
and effort. It would have been exceedingly good under any circum- 
stances and was especially gratifying for a committee whose press 
advices were not of the best at that moment. The replies varied in 
length from half a page to more than thirty single-spaced type- 
written pages. Those from academicians naturally tended to average 
longer than those from businessmen, although the longest of all— 
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a very good one—was from a government bond dealer. Many of 
the longest were also among the best. The proportionate return 
from recognized students of monetary problems was higher than 
that from junior faculty members and others less well known, I 
read them all word-for-word and did my best to distil a representa- 
tive sample of them—perhaps somewhat weighted by literary ex- 
cellence and by the eminence of the authors—into the excerpts and 
summaries included in the textbooks. I am sorry that I was unable 
to use a great deal of excellent material. But I had to avoid repeti- 
tion and to keep the whole Compendium—as we called the text- 
books—within a reasonable length. I am convinced that the Com- 
pendium as published, despite its drastic abridgment, contains all 
of the spirit and most of the substance of the full answers. 

Many of the letters of transmittal were very gratifying. This 
was particularly true of quite a number of those from banks which 
said that they had profited greatly from the thinking that they had 
had to do in preparing their answers. Several banks set up discus- 
sion committees or seminars of top officers to prepare their answers. 
A few of the letters of transmittal were discouraging. One of the 
most dismaying was from a large city bank which shall remain 
nameless. It criticized the questions addressed to the Board of 
Governors and the Secretary of the Treasury. It concentrated its 
criticism on the questions calling for international comparisons, 
saying that it was sure that foreign countries had nothing to teach 
us about money and banking except socialism. As I read it, I 
thought that I heard distant rumblings of Bagehot, Sir Montague 
Norman, and even Keynes turning over in their graves. 

My first act as economist for the Subcommittee was to read the 
record of the Douglas Subcommittee in full. This record is about 
a thousand Government Printing Office pages in length and the 
mere reading of it took about a week—days, evenings, and the week- 
end. It is an excellent record, and it served as the inspiration for 
the planning of our own. This is particularly true of the textbooks. 
If it had not been for the ground broken by Lester Chandler in 
getting up the “textbooks” for the Douglas inquiry, I am sure that 
we could never have gotten out our own. And I earnestly hope that, 
in getting them out, we used the resources at our disposal well— 
as I am afraid that we have now broken, not only the ground, but 
the men also, and it will be difficult to repeat the experiment for 
several years to come. I consider these two sessions on the Patman 
textbooks which the American Finance Association is holding today 
to be some evidence that we did use our resources well. 
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I should like to say something about how the questions were 
selected. Each class of respondents was given as much opportunity 
as possible to criticize the questions and to suggest changes. All 
government agencies—including, of course, the Board of Governors 
—received drafts of their questions during August, although the 
questions were not submitted to them in final form until the middle 
of October. Other classes of respondents were harder to contact, 
but we did our best and discussed the drafts with representative 
members of each group and, when possible, with their national asso- 
ciations. One result of these discussions with the government agen- 
cies—especially those with the Treasury, and, to a lesser extent, 
those with the Federal Reserve—was to increase the number of 
questions. This was done in order to permit each agency to bring 
out points which it wished to make or to publish material which 
it had already prepared and thought would be helpful. The requests 
made were all reasonable and, as far as I can remember, not one 
of them ws turned down. Some of the questions which were most 
severely criticized in the press as unfair were asked the agencies 
at their own request, and some of those severely criticized as plac- 
ing unreasonable burdens on the agencies were written to permit the 
publication of material which had been prepared before the begin- 
ning of the inquiry. 

With all of these allowances, it is clear that the questions were 
not exactly those which would have been selected for a purely 
academic inquiry, directly solely to the subjects of monetary policy 
and public debt management. They have been criticized for in- 
cluding much irrelevant material. Whether this is true or not de- 
pends on what we mean by relevance. The chairman and other 
members of the Subcommittee were interested in a great variety 
of things. This is generally true of Congressional inquiries—which 
characteristically range over a broad variety of subject matter of 
interest to committee members. There is no reason why they should 
not. I did not include any question which was not related to the 
general field of money and banking or to that of the quest for 
economic stability, and I included none which I considered to be 
either unfair or unimportant. But, as long as a question met these 
tests, I included it—and on my own motion—if I knew that the 
chairman or any member of the Subcommittee was especially in- 
terested in it. This explains the questions on the financing of small 
business, on the internal finances of the Federal Reserve System, 
and on the banking structure. As I have mentioned previously, the 
answers to many of these questions had been prepared before the 
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inquiry commenced. Others were readily obtainable from books of 
account, while yet others required considerable research. But, ex- 
cept for the people at the very top, the work on these questions was 
generally done by quite different people than those who did the 
work on the academic-type questions, and so did not deflect these 
people’s attention from matters which you probably consider more 
important. The answers which we received to many of these penum- 
bral questions, if you want to consider them that, were very good, 
and I believe that they will be of great and lasting value for many 
purposes. Before judging the wisdom of including any question, it 
is always well to remember that there are others who may be in- 
terested in it. One man’s penumbra may be the center of another 
man’s interest. In any event, there is a detailed analytical table of 
contents, and every man can pick out the things that interest him 
and let the penumbra go. 

I have just spoken of the time of the people “at the very top.” 
The Patman Committee used quite a lot of that time. Secretary 
Snyder spent more than thirty hours in conferences alone with 
Wesley Lindow and the group which he had called in to help pre- 
pare the Treasury answers. Ralph Young was determined that the 
Board of Governors in the preparation of its answers should surpass 
its own record for quality and devoted himself unstintingly to the 
task. Chairman Martin reviewed each answer personally and they 
were considered by the Board at a two-day all-day session held with 
the most illustrious “alumni” of its staff devoted principally to a 
consideration of the broad philosophical and economic principles 
involved. The answers of the Federal Reserve Banks were prepared 
in the first instance by an all-system research committee headed 
by Harold Roelse and were reviewed by a committee of presidents 
headed by President Sproul. Substantial portions of the answers 
of the Reserve Bank presidents were written by President Sproul 
himself, who also, in addition to his testimony, contributed the 
splendid letter on the place of the Federal Reserve System in the 
government and in the economy which appears on pages 983-85 
of the Hearings. 

We might feel a twinge of conscience at having taken up so much 
time of the top brass if it was not for two things. First, most of the 
principals involved have told me that they felt personally benefited 
by the thought which they had to give to the questions and by the 
discussions which they had with their colleagues and advisers. 
Second, as an old-time bureaucrat, I know that the process of heavy 








am = lUClhUCUrrlC(ir eli chr 





How the Patman “Textbooks” Were Written 157 


thinking and philosophizing on the part of top government officials 
—who have so many demands on their time—is more often than 
not precipitated by the urgency of some decision which has an im- 
mediate deadline. It was perhaps the greatest service of the Patman 
Committee that, for at least a few months, it made the most im- 
portant things that the monetary authorities had to think about also 
the most urgent ones. 

The textbooks include the first statement of the Treasury’s case 
which had ever been made to the public, and the best statement of 
the Federal Reserve’s case which has even been made. In making 
these statements, each moved a little way toward the other—the 
Treasury moving much more than did Federal. I shall not endeavor 
to judge between them—and tomorrow’s Treasury and tomorrow’s 
Federal may, of course, be different than the Treasury and the 
Federal of yesterday and of today. But the issues will remain, and 
I believe that it was the chief service of the Subcommittee that it 
put them on the table. In doing this, we always encouraged the 
Federal and the Treasury to work together. We never tried to drive 
a wedge between them. I believe that this shows in the extent to 
which they approached each other in the comprehensive restatement 
of their positions. 

I have two final remarks before I close. First, the press of the 
Subcommittee was uniformly bad in its early stages. There was 
nothing in any of the press releases of the Subcommittee—begin- 
ning with the very first one, put out in April, 1951—or in any state- 
ment of the chairman which warranted this. On the contrary, they 
all promised the type of inquiry which actually occurred. Never- 
theless, I think that the attitude of the press was understandable, 
and it would have been surprising if it had been otherwise. As the 
Subcommittee went about its work—and especially after the publi- 
cation of the textbooks—its press became rather good. Most of the 
press which is interested in such things recognized what the Sub- 
committee was trying to do and reported it fairly. I believe that the 
whole incident reflects very well on the competence and good in- 
tentions of the American financial press. The earlier asperity, I 
might add, was entirely on the outside. The personal relations among 
the Subcommittee members, and between the Subcommittee and 
Federal and the Treasury, were always good. 

As my final word, I should like to say that seldom has a Con- 
gressional committee started an inquiry under what appeared to be 
more unfavorable auspices. But this appearance was superficial. 
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Actually, the auspices were about as favorable as they could have 
been, and the Subcommittee owes such success as it enjoyed simply 
to having had the wit to harvest a crop which had already been 
sown. The parties to the Inquiry—one of which had never talked 
before—wanted to talk; the Subcommittee wanted to listen; and 
the public wanted to listen in. What could have been a better set-up? 
At least, that is, what could have been a better set-up for a com- 
mittee which had no powers except to listen and to talk itself? 











THE PUBLIC DEBT: 
HINDRANCE OR ADVANTAGE TO CREDIT CONTROL? 


Paut W. McCracken 
University of Michigan 


WE PROBABLY CAN SAY, without provoking serious controversy, that 
broadly speaking there are two schools of thought on this question. 
One view is that a large public debt immobilizes the usefulness of 
monetary and credit policy. The other view is that the public debt 
has made monetary and credit policy more effective and more useful 
than ever. 

This paper will be confined to three questions. What is the nature 
of the case for each of these two points of view? What are the con- 
ditions necessary if credit policy is to be effective, given a large 
public debt? How can debt policy fit into a general program of 
economic stabilization? 


I 


A considerable tonnage of literature has emerged during the last 
six years dealing with how a large public debt impedes the proper 
exercise of credit policy. These issues are by now generally under- 
stood, and no useful purpose would be served in any extensive re- 
exploration of this material. It will only be necessary here, therefore, 
to sort out the principal reasons given for concluding that the emer- 
gence of the debt hinders the operation of credit policy. 

1. The inevitably large bank holdings of governments imposed by 
a large public debt tends to immunize the commercial banking sys- 
tem from the effects of Federal Reserve policy. This point is obvious. 
Their bulging portfolio of government securities provides the banks 
with a ready means of relaxing constraints on their inclination to 
expand credit otherwise imposed by a tightening reserve position. 
Securities can readily be sold in the market. If the market is con- 
gested, securities can be allowed to mature into cash, since most 
bank portfolios contain securities maturing every wee 

2. For most banks the Treasury, not businesses or other private 
borrowers, is the residual borrower. Private borrowers are the bank’s 
depositors. Competitive pressures, therefore, require that a bank 
accommodate those on whom it depends for its own existence. Con- 
sequently, the bank’s response to a tight reserve position is apt to 


159 











160 The Journal of Finance 


be a reduction in holdings of Treasury obligations, if necessary in 
order to take care of its private borrowers. 

3. The market weaknesses produced by a more disinflationary 
credit policy may discourage private buyers of Treasury obliga- 
tions. People are not inclined to buy securities during a period of 
falling security prices. Yet the Treasury’s requirements for funds 
for new money or for refunding must be met. The net result of a 
tighter monetary policy could, therefore, be enlarged Federal Re- 
serve open market purchases of Treasury obligations, and creation 
of additional bank reserves, and further expansion of bank credit 
and the money supply. The Treasury repeatedly emphasized this 
point in its replies to the Patman Committee.’ 

4. Treasury debt operations either for new money or for refund- 
ing may of necessity be in excess of the funds currently available 
in the financial markets. A small borrower may be able substantially 
to enlarge the funds acquired by outbidding other borrowers on 
terms. The Treasury, however, because its operations are so large 
relative to the whole money and capital markets, as Mr. Roosa has 
pointed out, “cannot be fully certain that the magnitude of these 
funds, after they have been assembled, will be sufficient to meet 
the Treasury’s needs.’* Mr. Roosa goes on to point out that normal- 
ly the Treasury can count on meeting its requirements if offerings 
are well designed “unless interest rates should be rising at the 
time under the pressure of a general tightness in credit avail- 
ability.” 

II 


There is, however, a more optimistic view of what the public 
debt means for the usefulness of credit policy. According to this | 
view, the public debt has extended the influence and effectiveness 
of monetary and credit policy. The public debt, large and widely 
held, means that the influence of Federal Reserve policy on financial 
markets generally is not limited to the remote echo effect produced 
by altering the reserve position of the commercial banks. The effects 
of Federal Reserve policy are extended quickly throughout the 
whole economy. 

We might, I think, refer to this as the New York Federal Re- 
serve Bank school of thought, since it has been so persuasively 

1. Monetary Policy and the Management of the Public Debt. Replies to Questions 


and Other Material for the Use of the Subcommittee on General Credit Control and 
Debt Management (82d Congress, 2d Session, 1952), pp. 105-11. 


2. Robert V. Roosa, “Integrating Debt Management and Open Market Operations,” 
American Economic Review, Proceedings (May, 1952), p. 217. 
3. Ibid., p. 17. 
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discussed by various officials of that institution. Mr. Sproul puts 
this whole matter very succinctly. 

It is a hopeful aspect of the situation, however, that the same circumstance 
which is primarily responsible for the problem helps to make its solution seem 
possible. Because of the size of the public debt, and its relative importance in 
the whole structure of public and private debts, the Federal Reserve System is 
now able to carry on its open market operations in a broad homogeneous market, 
embracing Government securities of all maturities, and the effects of its opera- 
tions are more quickly felt in all areas of the private sectors of the market than 
used to be the case. 


The case for this more optimistic view is an impressive one. The 
large volume of government securities widely distributed means 
that the effects of Federal Reserve policy extend directly to all 
parts of the financial community. If security prices weaken and 
interest rates rise under pressure of open market sales, all financial 
institutions and the capital market generally are immediately af- 
fected. Prices of securities in all portfolios have declined. More 
important is the effect of market weaknesses on the demand for 
new securities. Viscosities are directly introduced into the market 
in which companies needing funds must float their new issues. In 
the “good old days” these longer-term borrowers and lenders were 
affected by Federal Reserve policy only to the more remote and 
uncertain extent to which short-term rate changes produced echo 
effects on longer rates. Now the influence is more direct and more 
immediate. 

This is abetted by the trend toward the increased institutionaliza- 
tion of savings. In 1951, for example, of $13.4 billion of liquid 
saving by individuals only $3.5 billion represented direct purchases 
of securities.” The remaining $10 billion was channeled through 
various financial intermediaries such as insurance companies and 
pension funds. This means that decisions about how and when 
savings are made available to potential borrowers are now primarily 
made by professional credit and portfolio managers, with their in- 
evitably greater sensitivity to changes in market conditions. 

Moreover, with the widely distributed public debt, the Federal 
Reserve exerts a more direct effect on not only the financial markets 
but the economy generally. Market weaknesses reduce the range 
of assets which can be considered appropriate for necessary liquidity 


4. Allan Sproul, “Changing Concepts of Central Banking,” in Money, Trade, and 
Economic Growth, Essays in Honor of John H. Williams (New York: Macmillan Co., 
1951), p. 321. Cf. also essay by Robert V. Roosa of the New York Federal Reserve 
Bank in the same volume. 

5. Securities and Exchange Commission, Statistical Series Release No. 1114, Octo- 
ber 5, 1952. 
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requirements. And the uncertainties associated with these develop- 
ments are very apt to create an added awareness of the need for 
the protection which greater liquidity affords. 

The connection between changes in liquidity and the flow of 
spending on output is, of course, complex. We know, in fact, too 
little about these matters. The increased attention being given to 
these problems even at the theoretical level, suggests, however, that 
this is a point of some significance in appraising the present effective- 
ness of credit policy.® 

These observations about the significance of the debt for credit 
policy point up two conclusions. The public debt does limit the 
Federal Reserve’s freedom of action. On the other hand, the exist- 
ence of the public debt has extended the range of influence of Fed- 
eral Reserve policy. 

Whether, therefore, on balance the public debt means a more or 
a less effective execution of credit policy depends on the net result 
of these two diverging considerations. What are the conditions which 
must be met if the first is not to outweigh the second? What de- 
termines, in a word, whether the public debt means a more or a less 
effective credit policy? It is to these matters we now turn. 


III 


If the existence of the debt on balance is to sharpen the effective- 
ness of credit policy, two basic conditions must be met. 

1. Modest changes in Federal Reserve policy must produce 
changes in the volume of private spending on goods and services. 
That the Federal Reserve is now able to exert substantial influence 
on yield rates and prices of securities generally through policy 
changes which thirty years ago would have seemed quite modest 
seems now pretty well established. 

What is less clear is whether these modest shifts in yield rates 
and security prices, and associated changes, influence private spend- 
ing. Are some capital outlays a casualty of these developments? 
To what extent can the volume of consumer spending be made 
different from what it otherwise would have been? If so, how do 
these things work out? What is the nature of the evidence? On these 
matters we have insufficient theoretical and empirical evidence, and 
this constitutes a substantial difficulty in arriving at any conclusion 
about whether monetary policy is now more or less useful. We can 
say this. A modest tightening of credit is probably not inflationary; 


6. Cf. Kenneth E. Boulding, A Reconstruction of Economics (New York: John 
Wiley & Sons, Inc., 1950), particularly pp. 79-94. 
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a severe credit stringency will almost surely produce a recession. 

It may, however, be that moderate changes will not significantly 
deflect the momentum of private spending. Economic relationships 
may have enough “play” so that we are dealing with a threshold 
problem—the pressure of credit policy must build up to a certain 
point before it can produce a visible displacement in private spend- 
ing.’ This point may or may not be beyond the limits imposed on 
credit policy by the public debt. 

The price stability of the last eighteen months seems, however, 
to suggest that moderately restrictive Federal Reserve policy can 
exert a significant influence on business conditions. Unemployment 
is at levels generally considered too low to be consistent with price 
stability. Banks have been under substantially enough reserve pres- 
sure to push member bank borrowing up to about the $2 billion 
level and thereby re-establish the influence of discount policy. Yet 
during the last eighteen months loan rates have increased only 0.2 
per cent, and yields on long-term Treasury obligations are only 
fractionally above year-ago levels. 

2. Within the limits of modest changes in Federal Reserve policy, 
the Treasury must be able to meet its requirements for funds, 
either new money or refunding, through normal market processes. 
Indeed the Treasury’s success in the market importantly determines 
the limits of Federal Reserve policy. If the Treasury is to meet with 
reasonable success in the market, four interrelated conditions must 
be met. 

a) Cost of servicing the debt must be a secondary consideration. 
The Treasury must obviously set rates on new obligations reflecting 
market conditions if it is to attract sufficient new funds. If rates 
are held lower, the debt operation will almost certainly go sour 
without Federal Reserve help. That is, of course, obvious. One 
further point is, however, worth making. Any Secretary of the 
Treasury will readily agree that the debt’s service charge is cer- 
tainly a consideration subordinate to economic stability generally 
in shaping debt policy. The complexity and uncertainty of the re- 
lationship between a tighter credit policy and, for example, the 
cost of living index or gross national product may incline any 
finance minister, at the time each specific decision must be made, 
to be very much aware of this easy and frequently used way to 
calibrate the success of his administration—i.e., did he service the 
debt cheaply? Holding down the interest cost of the debt may, 


7. Cf. George Katona, Psychological Foundations of Economic Behavior (New York: 
McGraw-Hill Book Co., 1951), particularly pp. 142-45. 
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in a word, not be an important consideration, but it may be a very 
pressing one. 

In their joint replies to the Patman Committee the Federal Re- 
serve Bank presidents state the matter very positively, “It is the 
Treasury’s inherent responsibility for combatting inflation that it 
offer securities which are acceptable to the market.’”® 

b) The debt must not be “too large”—a term, which is, of 
course, a bit difficult to define. The nature of the problem can, how- 
ever, be made clear. Government securities are for understandable 
reasons generally regarded as quite liquid assets. The economy 
generally needs a certain amount of these liquid assets for “sec- 
ondary reserves.”” When the supply of these securities is substan- 
tially in excess of the needs of businesses and people for liquid 
assets, however, the excess will tend to be infirmly held. And there 
will be a tendency to shift out of government securities and into 
other assets, or in order to finance stepped-up spending generally. 
How large the public debt can be, therefore, depends in part on 
whether the Treasury can fund that part of the debt not needed 
for “secondary reserves” into securities generally considered to 
be illiquid. 

While many of these problems would be easier to deal with if the 
debt were a bit smaller, there is little evidence that the size of the 
present debt creates a problem beyond the capacity of the financial 
markets to handle. The ratio of total debt, private and public, to 
the size of the economy is smaller now than before World War I 
and considerably below the ratio prevailing prior to the Great De- 
pression. Apparently, we are not being asked to hold a volume of 
securities out of line with the size of the economy (Table 1). 

c) The liquidity of the debt is a function of its maturity distribu- 
tion as well as size. Here a real problem remains. While the total 
debt is now $50 billion lower than in mid-1946, the volume of 
marketable securities due or callable within one year is $9 billion 
larger. 

The volume of commercial banks Treasury obligations callable or 
maturing within five years was 29.8 per cent of their deposits in 
mid-1952, compared with 25.9 per cent in mid-1946. It is clear that 
the management of the debt in the postwar period has augmented the 
liquidity overhang as more and more of the debt got bunched at 
the short maturity end. Thus, though the debt in the hands of the 


8. Monetary Policy and the Management of the Public Debt. Replies to Questions 
and Other Material for the Use of the Subcommittee on General Credit Control and 
Debt Management (82d Congress, 2d Session, 1952), p. 687. 
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public was declining, reflecting Treasury cash surpluses, the size 
of debt operations was expanding because of refunding requirements. 

The maturity distribution of the debt clearly must be length- 
ened. The Federal Reserve cannot otherwise be certain that it will 
not need to come to the Treasury’s rescue if a very heavy private 
demand for long-term funds should coincide with large debt opera- 
tions. We should not assume, however, that any major alteration 
in the maturity structure of the debt can be accomplished quickly. 
If the debt is to be composed of additional longer-term securities, 
someone must buy them. 


TABLE 1 


Tota Net Pusiic AnD Private Dest AND Gross NATIONAL PrRopUCT 
(Dollar Amounts in Billions) 


RATIO OF 
YEAR Tota Dest G.N.P. Debt toG.N.P. Pvt. Debt to Total Debt 
1916 eee $ 48 1.70 .98 
REET ee NP 163 91 1.78 88 
1929 atin 191 104 1.84 91 
1940 . — 191 101 1.88 77 
1945 “sue . 407 215 1.88 38 
1951 Steals Scecig. 329 1.58 54 


Source: U.S. Department of Commerce; G.N.P. data for 1916 and 1925 
are my own estimates. 


TABLE 2 


Maturity DistrispuTIon OF U.S. GOVERNMENT 
MARKETABLE SECURITIES 
(Dollar Amounts in Billions) 

Dollar Amounts 


Callable or Maturing Percentage Distribution 


6/30/46 9/30/52 6/30/46 9/30/52 
Within 1 year.... $ 61.9 $ 70.8 32.6 50.5 
1-5 years d 19.0 29.4 10.0 21.0 
5-10 years ; 44.9 13.3 23.7 9.5 
10-20 years.... 20.0 26.7 10.6 19.0 
Over 20 years... 43.6 23.1 
Total wy $189.6 $140.2 100.0 100.0 
Source: Federal Reserve Bu!letin. 
TABLE 3 


ComMMERCIAL BANK Deposits AND Hotprncs or U.S. GovERNMENT SECURITIES 


(Dollar Amounts in Billions) 


Gov’t SECURITIES 


Att Gov’t SecurITIEs MATURING OR CALLABLE IN 5 YEARS 








YEAR Ratio of Deposits ~ Ratio of Deposits 
(June 30) Deposits Amt. (Per Cent) Ant. (Per Cent) 
1946 $142.9 $76.6 53.7 $37.0 25.9 
1948 ... . 138.1 57.6 41.6 47.4 34.2 
1950 “5 . 142.8 59.0 41.0 49.2 34.2 
1952 160.7 53.9 33.6 47.8 29.8 


Source: Federal Reserve 
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d) We must have an adequate budget and fiscal policy. If tax 
revenues are inappropriate and inadequate, Treasury requirements 
for funds may be in excess of what can readily be attracted in a 
period of generally active private demand for funds. Since Treasury 
needs must be met somehow, the Federal Reserve would be impelled 
to step in with a volume of market purchases otherwise inappro- 
priate to the general credit and economic situation. 

Here the postwar record has been quite impressive. Excepting 
1949, every fiscal year since the end of the war has shown a cash 
surplus. For the whole period (fiscal years 1947-52) the aggregate 
cash surpluses were $22 billion. It would hardly be realistic to ex- 
pect that we would do much better. 


IV 


Can we manage the debt so it will do more for us than to permit 
a more effective operation of credit policy? Can it, in short, have 
a role of its own to play in a general stabilizing policy? This is a 
side of the debt management question which can use some more 
thinking and study. It is a question which was not so extensively 
explored in the Patman material, and only a few observations will 
be made about this here. 

One approach to this matter has been in terms of contra-cyclical 
shifts in the liquidity “center of gravity” of the debt. Some Treasury 
obligations are more liquid than others. A three-month Treasury 
bill is, of course, considered to be more liquid than a long-term 
bond. Thus by lengthening maturities and generally shifting the 
debt into less liquid securities during a boom, some restraint might 
be imposed on spending. In a recession the debt should, of course, 
be shifted into more liquid securities. This is a matter which needs 
more systematic analysis. We do not yet know very much about 
how changes in the debt’s liquidity do influence private decisions to 
spend. It is clear that extremes of liquidity or illiquidity seem 
to produce correspondingly extreme results. Moreover, the “right” 
basic maturity distribution is certainly the essential starting point 
for good monetary and debt policy generally. 

The real question is whether alterations in the maturity distribu- 
tion and liquidity of the debt substantial enough to promise a visible 
effect on private spending would not require unrealistically large 
debt operations, since in a boom large sales of longer-term, relatively 
illiquid securities would be difficult to carry out. 

Henry Simons has provided us with a lead which we might use- 
fully explore further. You will recall his proposal that government 
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bonds be sold during a boom to mop up funds, with the process 
reversed in a recession. The Treasury should, in a word, withdraw 
funds from the spending stream during a boom by borrowing them. 
It would in effect be pre-emptive borrowing since the budget (as- 
suming appropriate fiscal policy) would be enjoying a cash surplus. 
The funds thus withdrawn from the spending stream could then be 
immobilized in Treasury tax and loan balances or used for debt 
retirement in such a way as not to enlarge the public’s money sup- 
ply or bank reserves. A volume of this pre-emptive borrowing so 
small as to produce little visible statistical change in the debt struc- 
ture might still withdraw a significant volume of funds which pri- 
vate borrowers would otherwise acquire and spend. This presumably 
was the rationale of postwar savings bond issues, conducted at a 
time when the Treasury was already showing a cash surplus 

These are issues which might usefully be further explored. If 
some elbow room could be found for such debt operations, debt 
management policy might be fitted with monetary, credit, and fiscal 
policy into a general stabilizing program. Taxation and fiscal policy 
can withdraw funds from the spending stream in a boom, but ex- 
perience shows it to be cumbersome and inflexible. 

Through debt management, funds difficult to reach by taxation 
can also be withdrawn from the spending stream. 

Through credit and monetary policy the creation of new money 
can be limited. These are simply alternative and complementary 
ways to influence the pace of spending—all by altering the volume 
of spendable funds in the hands of the public. 


Where do we come out in this analysis of the significance of the 
debt for credit policy? These conclusions are, I think, clear. A 
large public debt does limit the Federal Reserve’s freedom of action. 
The large debt, however, also extends the Federal Reserve’s influ- 
ence and increases the sensitivity of the economy to Federal Re- 
serve policy. 

If the latter is to outweigh the former, two basic conditions must 
be met. There must be some sensitivity of private spending to 
moderate policy changes. The Treasury must be able to meet its 
requirements for funds through normal market processes. This re- 
quires a proper budget policy, a debt structure which does not pro- 
vide chronically a volume of highly liquid securities in excess of 
the economy’s requirements, and a willingness to adjust yield rates 


9. Henry Simons, Economic Policy for a Free Society (Chicago: University of Chi- 
cago, 1948), chaps. vii—x, particularly chap. ix. 
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on new Treasury issues in line with the market. Experience of the 
last few years seems to indicate that credit policy can exert a sub- 
stantial influence on business conditions—though I believe current 
discussions suggest that the Federal Reserve and credit policy have 
as much to fear from their enthusiastic friends as from their enemies. 

Finally, we need to explore further the question of how far debt 
management can not only help credit policy but play a limited role 
of its own in altering the volume of the public’s spendable funds. 


el 


THE MACHINERY AND POLITICS OF MONETARY 
POLICY-MAKING 


G. L. Bacu 


Carnegie Institute of Technology 


THE TONE OF THE Douglas Subcommittee of 1949 was: “Money 
is important after all. Restore monetary policy!” The theme of the 
Patman Subcommittee investigation is: “Yes—but how can we 
really make it work?” In the Patman hearings, there was surpris- 
ingly little dissent from the need to increase the role of monetary 
policy in economic stabilization. 

In this setting, the machinery of policy-making came in for much 
attention. Indeed, before the hearings began it was suggested in the 
financial press that the committee was no more than a subterfuge 
for getting the Treasury ready to absorb the Federal Reserve. Mr. 
Patman, Treasury Secretary Snyder, and others were variously 
identified as the chief plotters. This vivid billing, to the disappoint- 
ment of sensation-seekers, had little relation to the careful, sober 
behavior of the committee and its chief witnesses. Nobody, cer- 
tainly not the Treasury, wanted to do away with the Federal Re- 
serve. 

Still, just about everybody had something to say on how the 
Federal Reserve ought to be heard. To a few, the answer was sim- 
ple: “Make the Federal Reserve independent! Have nothing to 
do with those rascals in the Treasury and the White House. Call the 
monetary tune, and let the government dance to it!” But to the 
vast majority, including every government and Federal Reserve 
official, the answer was much harder, and more complex. 


THE INTERRELATIONS OF MONETARY, FISCAL, AND DEBT PoLicy 


The setting for this organizational problem are the stubborn facts 
of monetary-fiscal interdependence. For over-all economic stability 
—which is surely the overriding goal—fiscal, monetary, and debt 
policy must be reasonably consonant, and should be active partners. 
At a minimum, the Secretary of the Treasury as manager of the 
huge public debt cannot separate his problem from the money 
market created in large part by past and present Federal Reserve 
policies. No more can the Federal Reserve separate its problems 
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from the determination of rates, maturities, and other details of 
Treasury borrowing and refunding policies. The public debt is too 
big a part of the money market to treat just like any other seg- 
ment, and the government clearly cannot be considered just an- 
other borrower. 


FEDERAL RESERVE “INDEPENDENCE” AND INFLUENCE 


The obvious and inescapable interrelationships between mone- 
tary and debt management policy led many witnesses, and indeed 
the majority of the committee, to a conclusion. The Federal Re- 
serve and Treasury must work co-operatively together in developing 
a sound monetary policy and in handling the public debt—each 
with its own primary responsibility, to be sure, but each taking 
the other’s problems fully into account and coming to some kind 
of concensus on major policy actions. But this “joint responsibility” 
doctrine, as Senator Douglas labeled it, bumps head on into the 
orthodox proposition that sound finance demands an “independent” 
central bank, which sets money rates without influence from the 
“political” forces of government. 

How to get more Federal Reserve influence in a setting where 
monetary policy and debt management are inextricably intertwined? 
Perhaps the most important contribution of the entire hearings was 
to force a lot of people to think through just what the long-accepted 
“independence” of the Federal Reserve really means. Independent 
of whom? Independent to do what, and how? And does more inde- 
pendence mean more actual influence over what happens? 

After staring the problem in the eye, nearly everyone agreed that 
independence must mean independence within the government, not 
independence from the government. A quasi-private Federal Re- 
serve, sitting outside the government and telling the whole economy 
what to do, found only a few die-hard supporters from the pre-1914 
days. 

But within the government, independence from whom—the Pres- 
ident? the Treasury? Congress? The fact that so many of the re- 
spondents failed even to recognize the question in this form, much 
less answer it, was striking. But the committee majority report 
probably summarized the balance of the replies: 


(1) The Federal Reserve and the Treasury need to be roughly co-equal in 
status, each basically responsible for its own decisions but each working co- 
operatively with the other on both day-to-day and rnajor policy matters. 

(2) It is not merely the right but the duty of the President to seek to coordi- 
nate the economic policies of the government by discussion with all participating 
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agencies, including the Federal Reserve—but not by ordering the Federal Re- 
serve. 

(3) The present degree of formal Federal Reserve independence is about 
right. (However, Federal Reserve participation in the broad sweep of federal 
economic policy-making might be improved without loss of desirable “independ- 
ence” if an experimental, consultative National Monetary-Fiscal Council were 
established. This council would consist of the five or so major agency heads, 
meeting to consider together policy problems and to advise the president. The 
council would not have power to dictate decisions to any of the agencies con- 
cerned. ) 

(4) A clearer Congressional directive or mandate to the Federal Reserve 
would be helpful in providing a more realistic and responsible base for exercise 
of Federal Reserve “independence.” But the mandate recommended is a weaker 
one than in the Douglas committee report two years before. The Douglas report 
recommended, in effect, that the Federal Reserve be directed to establish mone- 
tary policy, and that Treasury debt policy should be made consistent with it. 
The flavor here is quite different. 

(5) Federal Reserve independence from day-to-day Congressional pressures 
is about right, though it might be desirable to bring the Federal Reserve budget 
under a loose review and its expenditures under at least a more systematic 
government audit. 


THE Basic PREMISES 


The basic premise of the majority report is well stated by a quota- 
tion from the testimony of the Council of Economic Advisers: 

. . . [Economic] stability is only one of the objectives of the Government, 
and monetary policy is only one of the methods of achieving stability. When 
various objectives must be promoted simultaneously, a combination of policies 
needs to be chosen that will promote these different objectives without tearing 
down one to build another. 


On this premise, the majority moved on to recommend measures 
that promise, by and large, to give monetary policy a bigger voice 
than during the past decade—but still recognize monetary policy as 
only one of the important governmental tools against instability. 
Organizationally, the Federal Reserve appears as only one of the 
responsible agencies engaged in a group endeavor toward the goals 
sought by the public, speaking through election of Congress and 
the President. 

Senator Douglas, in his minority report, reflects a strong counter- 
view. He challenges sharply this “common responsibility” theory 
of Federal Reserve—Treasury relations, arguing that it leads to con- 
fusion and lack of accountability for both agencies. Only if the 
Federal Reserve is made clearly and solely responsible for monetary 
policy, and the Treasury for debt policy, will the agencies and 
Congress know where they stand. Senator Douglas emphasizes 
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strongly the need for a clear monetary mandate from Congress, 
setting up sharp lines of responsibility. “Good fences make good 
neighbors,” is the basic premise on which his argument rests. He 
contends that monetary policy can be clearly separated from debt 
policy, fiscal policy, and the rest of the government’s economic 
policies on this principle. In making the argument, Senator Douglas 
emphasizes that his conclusion is no more a criticism of the Treas- 
ury than of the Federal Reserve. 

The crucial issues in this conflict appear to be: 

1. How important should monetary policy be in the government’s 
over-all arsenal against instability and other economic problems? 

2. Can monetary, debt, and fiscal policy in fact be separated 
sharply enough to make Senator Douglas’ fences workable? 

3. To whatever degree separate responsibility for monetary and 
debt policy should be specified by Congress, will fulfilment of the 
responsibilities be increased by making the Federal Reserve more 
“independent” and separate from the Treasury and from the rest 
of the Executive Branch? 


WHAT THE WITNESSES SAID 


Most of the witnesses were for Federal Reserve independence, 
and also for Federal Reserve-Treasury co-operation. 

Almost everyone seemed worried about presidential domination 
of the Federal Reserve. Yet in all the testimony, there was no evi- 
dence that the President had ever tried seriously to dictate to the 
Reserve Board, outside of the one possible case preceding the fa- 
mous “accord” of 1951. Indeed, the evidence was strikingly to the 
contrary. Looking at history, one gets the feeling that the monetary 
authorities were more neglected than coerced, so far as the White 
House was concerned. 

As to Federal Reserve—Treasury relations, it seems clear that 
debt management considerations held the upper hand in monetary- 
debt policy-making during the decade of the 1940’s. But it is not 
at all clear that the Treasury by and large forced the Federal Re- 
serve to engage in its easy money policies. Official Federal Reserve 
pronouncements throughout the decade proclaimed enthusiastic sup- 
port of the 2} per cent long rate. It is clear that throughout this 
decade the Federal Reserve was more concerned than the Treasury 
about inflation in connection with debt management, and the Fed- 
eral Reserve had to give in to Treasury views on some relatively 
minor matters of debt operations. Yet it was not until just before 
the break of 1951 that a sharp division appeared between the two. 
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Much of the liveliest dispute centered around the need for a new 
Congressional mandate and around the notion of a new consultative 
National Monetary—Fiscal Council. There was a great deal of sup- 
port for both, though with a lot of disagreement as to how much 
good either might do. On the monetary council, a strong dissent 
should be recorded from the most ardent Federal Reserve inde- 
pendence advocates, who felt that such a council would be just a 
device to coerce the Reserve into agreement with the views of 
other government agencies. Unfortunately, little empirical evidence 
was adduced to help in judging either proposal. 


INTERNAL STRUCTURE OF THE FEDERAL RESERVE 


Few of the witnesses thought that altering the internal structure 
of the Federal Reserve is a major need, though many of them in- 
dicated that the present arrangements are somewhat anomolous 
and awkward—notably the split authority between the Board of 
Governors and the Open Market Committee, and the somewhat in- 
determinate private-public status of the Federal Reserve Banks. 
The commercial bankers and Federal Reserve Bank officials were 
all for maintaining or strengthening the role of the Reserve Banks. 
Most of the others thought the present arrangement is quite toler- 
able, though it would be more logical to have the basic policy pow- 
ers located in the governmentally appointed Board. 

By and large, the Subcommittee went along with this latter view. 
It recognized some anachronism in the present arrangements, but 
saw no convincing reason why a change is worth while at the mo- 
ment. The Open Market Committee arrangement works acceptably. 
Private ownership of Reserve Bank stock is a useful public rela- 
tions measure, and private directors for the Banks serve a useful in- 
formation purpose, in both directions. The Subcommittee felt, 
though, that a franchise tax should be enacted to make clear that 
all excess earnings of the System revert to the government, even 
though the System is now turning them over voluntarily under 
an obscure provision of the law. 

The leading witnesses and the Subcommittee were in substantial 
agreement on four points concerning the makeup of the Board of 
Governors. The major premise underlying all was the need to raise 
the prestige of the Board and to staff it with outstanding men who 
will make monetary policy a strong, effective part of the govern- 
ment’s economic stabilization policy. 

1. The Board should be reduced in size to not more than five 
members, and Board salaries should be raised substantially. Both 
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these measures would help attract more able men to membership. 
The smaller Board should also be more effective in policy formation 
and in administration. Reserve Bank participation in the Open 
Market Committee should be reduced to maintain the Board’s 
majority on the Committee. 

2. The present fourteen-year term of Board members should be 
reduced—six-year terms, with the possibility of reappointment, 
seemed to be the most popular alternative. While tenure is an im- 
portant ingredient of monetary “independence,” fourteen years 
is just too long. 

3. The term of the chairman should be changed to begin shortly 
after each presidential election. This would avoid the possibility 
that now exists of a new president’s being stuck with a chairman 
out of sympathy with the newly elected administration’s views and 
program. 

4. The Board members should represent the interests of the pub- 
lic as a whole, not various interest groups. Probably the special 
interest qualifications for appointment should be eliminated from 
the law. 

So much for the general flavor and substance of the hearings on 
the machinery of policy formation. In closing may I take a few 
minutes to venture four brief observations on this part of the pro- 
ceedings. 

1. An interesting reversal in Federal Reserve and Treasury posi- 
tions between the Douglas and Patman hearings deserves attention. 
In 1949, with the Federal Reserve clearly the less influential agency, 
Board Chairman McCabe and others were for a co-ordinating top- 
level policy council, which had just been suggested by the Hoover 
Commission. The Treasury was willing, but obviously unenthusias- 
tic. 

In 1952, the shoe was on the other foot. The Federal Reserve was, 
relatively at least, riding high. Before the Patman Subcommittee it 
was Secretary Snyder who proposed a co-ordinating monetary-fiscal 
council. But this time, the Federal Reserve showed obvious reluc- 
tance. Draw your own conclusions. 

2. Only a handful of witnesses thought of, or were willing to face 
up to, perhaps the most fundamental question of all. How is the 
Federal Reserve responsible to the electorate, and why should it 
be carefully insulated from the voters who have direct control over 
the other major policy agencies of the government? Congress has 
the power to coin money and regulate the value thereof. It has the 
power to determine how much and when the government shall bor- 
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row. It has the power to carry on foreign relations with other coun- 
tries. It has other vast powers vitally affecting us citizens at every 
turn. Yet in nearly every one of these other areas it has delegated 
execution of its mandates to the executive branch of the government, 
through the president who is also directly elected by the people. 

Why is monetary policy so special? Is it more important than 
foreign policy, agricultural policy, public works policy? Is it more 
difficult? Why is the president not a responsible top executor for 
monetary policy as for foreign policy, tax policy, and the rest of the 
government’s economic policy? Why do we need a board to run 
monetary policy but not to run foreign policy? 

These were questions raised by some of the Subcommittee mem- 
bers and by a few of the witnesses. They are questions that need 
more careful thought than they have received. To ask them is not to 
suggest the answers, but surely the answers must provide the 
foundation for whatever type of central banking arrangements are 
acceptable in a democratic society. (The round-table discussion 
before this Subcommittee on March 26, Allan Sproul’s letter on 
pages 983-85 of the Hearings, and Senator Douglas’ dissenting 
report provide the most direct analyses on these questions and their 
implications. ) 

3. In the midst of worrying about Federal Reserve—Treasury re- 
lations, one troublesome fact was largely overlooked: What about 
all the other government agencies that in effect set interest rates 
and loan large amounts themselves—the Veteran’s Administration, 
the housing agencies, the agricultural lenders? They haven’t hogtied 
the Federal Reserve as debt management did during the war period, 
but neither has the Federal Reseive had much success in regulating 
this major governmental source of funds. Surely any realistic solu- 
tion needs to take this important part of the government’s monetary- 
debt policy into consideration. If the Federal Reserve, substantially 
independent, is to be responsible for monetary policy, who is re- 
sponsible for “Fanny Mae” and all the other government lenders? 

4. Lastly, one point where economists seem to have forgotten 
some of their theory when they start prescribing policy. In our 
treatises and articles, we recognize that all federal government bor- 
rowing, from the banks or the public, creates additional liquid 
assets in the hands of the public once the funds are spent. We em- 
phasize, moreover, that the volume of liquid assets is one of the im- 
portant variables affecting private investment and consumption 
spending. 

The monetary enthusiasts want to drive the Treasury to borrow 
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from the public rather than from the banks in inflationary periods 
—and I share the desire. Yet Treasury borrowing from the non- 
banking public piles up liquid assets in new securities in the same 
amount as borrowing from the banks piles up new money. Indeed, 
if we assume that excess reserves are fully utilized (which has been 
true throughout United States history except for the 1930’s), wheth- 
er the Treasury borrows from the commercial banks or the public 
has no effect on the quantity of money. Monetary and debt policy 
are not only hard to separate. Perhaps they shouldn’t be separated 
but should be jointly used in a positive attack on economic in- 
stability. 
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ROUND TABLE ON THE PATMAN 
“TEXTBOOKS” II 


WORKING OF THE CREDIT MECHANISM* 


Roy L. REIERSON 
Bankers Trust Company, New York 


BECAUSE OF THE LIMITATIONS of time, I shall consider only the 
views expressed by the Chairman of the Board of Governors of the 
Federal Reserve System and by the Secretary of the Treasury (in 
response to the questions presented by the Patman Committee) on 
the use of measures of general credit control in an effort to cope 
with an inflationary situation in the economy. While it would be of 
interest to examine the points of view presented: by economists, 
bankers, and others on this topic, I feel that the issues involved and 
the problems encountered in the use of general credit controls are 
adequately set forth in the answers of the Chairman and the Sec- 
retary. 

Selective credit controls are not discussed because, in many re- 
spects, the problems encountered in their use, such as public accept- 
ance and compliance, are essentially non-economic in character and 
because the issues involved are so complex as to warrant considera- 
tion of selective credit controls as a separate topic. Furthermore, 
selective credit controls probably can be effective only in a credit 
and lending environment in which restrictive general credit policies 
are being followed. 

Consequently, I shall discuss the problems encountered in the use 
of credit policies to combat inflationary pressures on the premise 
that these are the conditions in which real problems and possible 
conflicts of interest arise between the fiscal and the monetary au- 
thorities. Presumably substantial harmony in point of view will 
prevail as to the policies deemed appropriate to combat deflation. 

In my remarks I shall attempt to present the views of the Chair- 
man and the Secretary on five basic questions: (1) How does a re- 
strictive general credit policy affect lending institutions—both short 


* This paper by Roy L. Reierson and the following three papers by Charles R. Whit- 
tlesey, Henry C. Wallich, and John D. Clark, were presented at a meeting of the Ameri- 
can Finance Association in Chicago on December 28, 1952. The program was under the 
chairmanship of Roland I. Robinson, Northwestern University. 
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term and long term? (2) How does a restrictive general credit policy 
affect borrowers? (3) How does it affect the volume of savings? 
(4) How does it affect the major types of spending represented in 
the Gross National Product accounts? (5) What are the conclusions 
and implications for the future use of instruments of general credit 
control? 


EFFECTS OF RESTRICTIVE CREDIT POLICIES UPON 
SHORT-TERM LENDERS 


Federal Reserve point of view.—A crucial point in the Federal 
Reserve answer is that if the monetary authorities have the power 
to limit bank reserves they can effectively control the aggregate vol- 
ume of lending and investing done by the commercial banks. The 
latter in the aggregate can expand loans and investments only to 
the extent that they have or can obtain the reserves required to sup- 
port the resulting increase in deposits. General credit controls are a 
preferred mechanism by which the monetary authorities can control 
the aggregate volume of reserves made available to the banking 
system. 

Restrictive general credit policies will ordinarily entail an increase 
in short-term interest rates. This will reflect the efforts by the com- 
mercial banks to obtain reserves, either by selling short-term Gov- 
ernments in the open market or by allowing maturing issues to run 
off. Thus, restrictive credit policies will contribute to lower prices 
and higher yields on short-term government obligations. The higher 
yields will make these securities more attractive to non-bank invest- 
ors who will convert a portion of their bank deposits into holdings 
of short-term obligations. Also, with an increase in short-term in- 
terest rates, commercial banks will be more reluctant to reduce their 
holdings of Governments, in part because they do not relish the loss 
which they will have to take and also because the decline in prices 
of short-term government obligations will make the liquid position 
of the banks less satisfactory to bank managements. 

The net result is that lending practices and standards of commer- 
cial banks will become more restrictive and bank credit will be made 
available less freely. Bankers’ expectations as to the general outlook 
for business and commodity prices will become less optimistic. Fi- 
nally, bankers will put some pressure on borrowers to repay their 
loans. 

Treasury point of view.—The Treasury answer does not take is- 
sue with the basic point of view presented in the Federal Reserve 
reply, namely, that effective control over bank reserves enables the 
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monetary authorities to limit the aggregate lending and investing 
activities of the commercial banks. However, the Treasury points 
out that commercial banks may respond to restrictive general credit 
policies in several different ways. Confronted with tighter money 
market conditions, banks will tend to ration credit to their custom- 
ers. This may place some limitation upon the amount of available 
bank credit without a proportionate increase in interest rates. Also, 
even in the face of restrictive credit policies, banks will try to meet 
the needs of their established customers and to establish new cus- 
tomer relationships which appear promising. Consequently, the banks 
will attempt to offset the shortage of reserves by allowing their hold- 
ings of short-term Treasury obligations to run off and by increasing 
their borrowings from Federal Reserve banks. 

It is the Treasury’s view that the reluctance of banks to borrow 
may have been weakened over the years. The excess profits tax in- 
creases the incentive to borrow. Furthermore, banks can borrow at 
par on bonds that are quoted at a discount. Finally, the interest cost 
on the borrowing may be less than the interest earnings that would 
be given up if the securities were sold and thus commercial banks 
would prefer to borrow in order to maximize their profits. 

Observations —The two sets of answers display not so much fun- 
damental differences in points of view as differences in emphasis. 
Apparently the Treasury is willing to accept the basic Federal Re- 
serve premise that the ability to control the volume of bank reserves 
constitutes effective power to control the aggregate volume of bank 
loans and investments. But the Treasury does point out that in a 
competitive banking situation the banks will naturally try to meet 
the demands of established customers and try to establish desirable 
new customer relationships, even in the face of a restrictive credit 
policy. The Treasury suggests that the reluctance of member banks 
to augment their reserves by borrowing from the Federal Reserve 
banks may not be as strong as is commonly supposed. On balance, 
therefore, the Treasury is probably more doubtful as to the restric- 
tive effects of lower securities prices and higher interest rates upon 
the lending and investing activities of the commercial banks. 


EFFECTS UPON LONG-TERM LENDERS 


Federal Reserve point of view.—A restrictive general credit pol- 
icy tends to reduce the volume of lending by institutional investors 
because the higher interest rates and the lower price of government 
obligations that generally accompany such a credit policy confront 
these institutions with the necessity of taking capital losses in case 
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they wish to increase the volume of their lending to the private sec- 
tor of the economy by reducing their holdings of government obliga- 
tions. 

Under a restrictive credit policy it is difficult to find ready buyers 
of Governments except at a loss which the lending institutions are 
unwilling to accept. Also, in the face of restrictive credit policy, in- 
stitutional investors will desire to maintain their liquid position. 
The decline in the price of Treasury obligations will reduce the 
market value of their portfolios and will raise questions with refer- 
ence to future economic developments, especially in the realm of 
commodity prices. Finally the higher rates that can be realized on 
new investments will enable the investing institutions to meet their 
contractual obligations with greater ease and will consequently make 
them less eager in their search for investment outlets. The aggregate 
result will be a more restrictive lending and investing policy and a 
more cautious attitude with reference to new commitments. 

Treasury point of view.—The Treasury agrees that a restrictive 
credit policy, especially if it contributes to greater uncertainty in 
the appraisal of the financial and economic outlook, will tend to 
slow down the rate of lending. The effects upon lending and invest- 
ing policy will be most apparent in the case of borrowers of less 
than prime credit standing; in view of the added uncertainties in 
the outlook, investment institutions will tend to restrict loans to 
borrowers of relatively high credit standing. 

The prospect of capital losses may discourage institutional invest- 
ors from shifting out of Treasury obligations into new investments 
of greater profitability. Furthermore, the reduced liquidity of sec- 
ondary reserves due to the decline in the prices of Treasury obliga- 
tions may strengthen the desire to hold present government invest- 
ments rather than, in effect, to exchange them for longer-term, 
higher yielding investments in the private sector. Finally, the pros- 
pect of higher interest rates may cause investors to postpone mak- 
ing some loans or investments. However, this is not regarded as a 
factor of major significance since the flow of savings continues and 
this builds up the pressure to continue making new investments. 

Observations.—There is little apparent outright conflict in the 
points of view of the Federal Reserve and the Treasury as to the 
effects of restrictive credit policy upon long-term investors. How- 
ever, the Federal Reserve tends to emphasize the effects of restric- 
tive credit policy, lower securities prices, and higher interest rates 
upon the policies of the investment institutions whereas the Treas- 
ury is less sanguine. 
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EFFECTS UPON BORROWERS 


Federal Reserve point of view.—A restrictive general credit policy 
places restraint on borrowing in three respects: (1) it increases the 
difficulty in obtaining loans; (2) the higher interest costs resulting 
from a restrictive credit policy discourage some borrowing; (3) the 
demand for credit will be curtailed due to the change in expectations 
with reference to future economic and financial developments that 
will follow the adoption of a more restrictive credit policy. 

The increased difficulty in getting loans reflects the impact of re- 
strictive credit policy upon lending institutions, discussed in the 
two preceding sections. 

Capital demands, reflected in the desires of prospective borrow- 
ers for accommodation, are sensitive to changes in interest rates and 
interest costs, but in varying degrees. Thus, higher interest rates 
will have substantial effects in reducing the demands for credit to 
finance housing projects and expansion by public utility companies 
and other similar users of long-term credit. Even borrowers at short- 
term, however, may be “greatly” affected. “Fringe” borrowers will 
be more affected than borrowers of prime credit standing, although 
even the latter will have added incentive to curtail their use of 
credit in view of its higher costs. The higher interest rates get, the 
more widespread will become the feeling that the increase is tem- 
porary and this will cause some prospective borrowers to postpone 
their borrowing. 

The increase in interest rates will contribute to and be reflected 
in a decline in capital values. Decreases in market values of port- 
folio holdings will reduce the liquidity of business concerns and 
will provide an incentive for them to conserve their cash resources. 
With an increase in interest rates, the value of fixed capital assets 
will also decline and this will discourage the production of new 
assets. Thus business concerns will have a greater incentive to hold 
old plant and equipment and to modernize it and in other ways adapt 
it to new uses, rather than to undertake the construction of new 
plants. 

A restrictive general credit policy will contribute to change in 
business expectations. Instead of anticipating a continued increase 
in commodity prices, bankers and businessmen will become in- 
creasingly aware of the possibility of a leveling off or a decline 
in commodity prices. In turn this will discourage inventory accumu- 
lation on the part of business concerns. 

Changes in interest rates will not have a significant effect upon 
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the demand for consumer credit. In this area, the stricter lending 
standards that are likely to accompany the more restrictive credit 
policy are likely to be more significant in holding down the volume 
of consumer credit. The demand for mortgage credit for home 
financing may be considerably affected by the higher interest costs, 
unless the maturities of mortgages are lengthened. An increase in 
interest costs is not effective in coping with a buoyant stock market. 
Selective credit controls are much more effective restraints upon 
stock market credit. 

Treasury point of view.—Long-term borrowers are probably more 
seriously affected by restrictive general credit policies than are short- 
term borrowers. This point of view differs somewhat from that 
stated by the Federal Reserve to the effect that short-term borrow- 
ers may be “greatly” affected. 

The restrictive effect upon long-term borrowing operates from 
several directions. The uncertainties in the securities markets dur- 
ing the period in which restrictive credit policy is being applied may 
make it necessary to withdraw new security issues. Also, the higher 
interest cost will discourage some long-term borrowers. The timing 
of borrowing may also be affected. If the credit stringency is ex- 
pected to be temporary, borrowers will be inclined to defer their 
borrowings. However, if a protracted upward trend of interest rates 
is expected they may try to anticipate their future requirements. 

Observations —While there is little obvious and direct conflict in 
point of view between the Treasury and the Federal Reserve, it 
seems evident that the Treasury is more skeptical than is the Fed- 
eral Reserve about the effects of restrictive credit policy and higher 
interest rates in limiting demands for credit. 


EFFECTS ON SAVINGS 


Federal Reserve point of view.—A restrictive general credit policy 
and the accompanying higher interest rates may affect savings of 
individuals in divergent ways. Some individuals may be tempted to 
reduce their savings due to the larger returns they are able to realize 
upon existing savings. Others may be encouraged by higher interest 
rates to increase their rate of savings. The Federal Reserve attempts 
no exacting balancing of these conflicting forces, observing that it 
is “. . . not easy to establish where the balance of these motivations 
may be.” 

The aggregate rate of savings in the economy may increase, as a 
result of higher interest rates, because of a reduction in the volume 
of dissaving. Higher interest rates will discourage dissaving through 
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the use of credit; it will also reduce the liquidation of marketable 
securities in order to augment consumer spending. Also, restrictive 
credit policy will contribute to a change in the expectation of con- 
sumers they will anticipate fewer price increases and consequently 
will reduce the amount of their advance buying. Along the same 
line, restrictive credit policy will mean less optimism on the part 
of individuals with reference to their future income and this will 
contribute to more cautious spending. 

Restrictive credit policy will encourage corporate savings because 
of its effects on dividend policy. Business corporations will be more 
cautious in their plant programs and will reduce dividends in order 
to conserve cash. Also, corporations will increase their holdings of 
cash either to meet possible emergency requirements in the future 
or to take advantage of future profit possibilities. 

Treasury point of view.—The Treasury considers only the effect 
of restrictive credit policy upon the savings of individuals. It 
points out that savings may be for reasons quite unrelated to the 
expectation of interest income and that lower interest rates may 
develop more savings than would higher interest rates. Negative 
savings “possibly” may be reduced by a policy of credit restraint. 


EFFECTS UPON Gross NATIONAL PropucT 


Gross Private Domestic Investment 

Federal Reserve point of view.—The Federal Reserve believes 
that construction expenditures are subject to “substantial direct 
influence through credit measures.” This is true of outlays for hous- 
ing and business construction, but perhaps most particularly for 
housing. The restrictive effects reflect in part the reduced avail- 
ability of credit and in part the effect of restrictive credit policy 
and rising interest rates on capital values and on profit expectations. 
The effects upon spending for producers’ durable equipment would 
vary with the length of the credit period involved. Reduced avail- 
ability of credit would curtail spending for such equipment. Higher 
interest costs would be of particular importance in outlays for 
heavy equipment, such as machinery for public utilities. 

With reference to business inventories, the Federal Reserve’s 
position is that the reduced availability of credit would be of “con- 
siderable importance” in its effects upon the inventory policies of 
business concerns. Furthermore, changes in the credit climate would 
affect bankers’ advice to customers on the business and credit out- 
look. Restrictive credit policies would reduce the expectations of 
price advances and this would make for more caution in the ac- 
cumulation of inventories. 
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Treasury point of view.—The Treasury’s answer is rather non- 
committal, observing that “if the Federal Reserve uses general 
credit restraint to reduce the volume of loans being made, capital 
spending is likely to be most affected.” However, credit restraint 
would be less effective now than in earlier years since the volume 
of self-financing by business is now very large. In addition, govern- 
ment loan and guaranty programs have assumed large proportions 
and these are not subject to control by measures of general credit 
restraint. Also, the large flow of savings constantly pressing for 
investment reduces the effectiveness of restrictive general credit 
policy. 

The Treasury’s position is that tight bank reserves could pre- 
sumably hold down inventory loans, but that higher interest rates 
would not in and of themselves exercise any significant restraint. 


PERSONAL CONSUMPTION EXPENDITURES 


Federal Reserve point of view—The Federal Reserve position 
is that limitations on the availability of credit would reduce out- 
lays for durable goods. However, higher interest costs are of rela- 
tively little significance in limiting the demand for consumer credit; 
selective credit controls are useful supplements to control the growth 
of consumer credit. A restrictive credit policy would curtail an- 
ticipatory buying because it would reduce the expectation of con- 
tinued rapid increases in prices. 

With reference to spending on non-durable goods, the Federal 
Reserve believes that restrictive credit policy would have some 
effects by requiring the use of more money for the purchase of 
durable goods; the amount remaining for the acquisition of non- 
durable goods would thus be reduced. Also, a restrictive credit 
policy would encourage savings and reduce advance buying. 

Treasury point of view.—The Treasury conclusion is that gen- 
eral credit restraint might have some depressing effect upon con- 
sumer loans; however, selective credit controls are much more 
helpful and useful. Spending for non-durable goods would not be 
directly affected, but there might be some indirect effects since 
spending streams are interrelated. 

Both agencies apparently agree that restrictive credit policy 
would have little or no direct effect upon spending for services. 


GOVERNMENT PURCHASES OF GooDs AND SERVICES 


The Federal Reserve position is that restrictive credit policy 
affects the cost and availability of long-term credit and this in turn 
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affects the timing of outlays by state and local governments that 
are financed by long-term borrowing. 
The Treasury holds that expenditures of state and local govern- 
ments are typically determined independently of credit conditions. 
Both the Federal Reserve and the Treasury agree that outlays 
of the federal government are not directly influenced by credit 
conditions or by the general availability of credit. 


GENERAL OBSERVATIONS 


The answers of the Federal Reserve and the Treasury quite 
naturally reflect the points of view of the respective agencies, the 
problems each has faced in the recent past, and the appraisal of the 
problems and difficulties that may arise in the future. In a sense, 
the answers mirror the hopes, aspirations, and fears of the two 
agencies. The Federal Reserve answers evidence greater faith than 
do the Treasury replies in the efficacy of restrictive general credit 
policies. The Federal Reserve is more hopeful for the effective and 
successful use of general credit control measures in the future; the 
Treasury is more fearful of the consequences of an unwise or over- 
strenuous use of these credit control tools. 

It can be argued that the Federal Reserve is unmindful of the 
risks involved in the use of the general credit mechanism, and that 
the Treasury is so preoccupied with its desire for a stable govern- 
ment bond market at high prices (and low yields) as to oppose the 
use of general credit control measures under practically all circum- 
stances. Neither is probably a completely accurate appraisal of 
their respective points of view; the statements of, and the policies 
followed by, the agencies in the recent past do not evidence ex- 
treme positions and points of view in either agency. There is much 
evidence that the Federal Reserve in the conduct of its operations 
is fully aware of the consequences of an overstrenuous use of credit 
policy, and that it is likely to follow the course of moderation. 
Likewise, there has been no evidence of interference or unwilling- 
ness on the part of the Treasury to go along with the Federal Re- 
serve, since the “Accord” of March, 1951. 

In its answers to the Patman questionnaire, the Federal Reserve, 
after a long period during which it had not been free to use general 
credit control measures, undoubtedly tried to make as strong a 
non-statistical case as possible for the continued and future use- 
fulness of the general credit control mechanism. The Treasury, 
faced with the problem of living with a colossal public debt, natural- 
ly availed itself of the opportunity to urge moderation and caution 
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in the use of a credit control mechanism that had not been applied 
since the public debt reached its postwar astronomical proportions. 

Both in the Treasury and in the Federal Reserve, thinking about 
the interrelated problems of debt management and credit control 
has been in a state of evolution ever since the beginning of the post- 
war period. At the end of World War II both the Treasury and the 
Federal Reserve were uncertain as to the implications, for credit 
policy, of the greatly augmented government debt. They were not 
sure how firmly or securely the government debt was held. They 
were both fearful that the overenergetic use of general credit policy 
in the early postwar years might contribute to large-scale unloading 
by investors, with consequent serious repercussions in the govern- 
ment securities markets and upon the economy. 

In the immediate postwar period, the Federal Reserve desired 
to achieve greater freedom of movement of short-term interest rates, 
hoping thereby to begin to free general credit policy from the re- 
straints imposed by the program of war financing. The record shows 
that the attainment of this limited objective was delayed by the 
opposition of the Treasury and that as a consequence the re-estab- 
lishment of some freedom of movement of short-term interest rates 
was postponed longer than was either necessary or desirable. 

However, it is equally clear from the record that the Federal 
Reserve did not press for the “unpegging” of long-term Treasury 
bonds in the early postwar years. In fact, as late as February 7, 
1951, the Federal Reserve stated that it was “prepared, for the time 
being, to purchase the longest term restricted bonds now outstand- 
ing in amounts necessary to prevent them from falling below par.” 
However, late in February, 1951, the Federal Reserve became con- 
vinced, before that opinion was generally shared in the Treasury, 
that the long-term bond market could be unpegged without serious 
repercussions upon the economy and that such action was impera- 
tive in the light of the inflationary situation then prevailing. The 
result was the famous Accord between the Treasury and the Federal 
Reserve in March, 1951, which served to initiate harmonious rela- 
tions that have prevailed, so far as is known to the public, up to 
the present. 

Parenthetically, it may be added that the record since March, 
1951, indicates that the fears of the Treasury as to the conse- 
quences of allowing long-term government bonds to fall below par 
were not well founded. This record also shows that the Federal Re- 
serve is aware of the dangers of an overstrenuous use of credit 
controls; so far it has not taken precipitate or ill-considered action. 
Inevitably there are numerous differences in the points of view 
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expressed by the Federal Reserve and the Treasury in their an- 
swers. The Federal Reserve takes a much stronger position as to 
the effects of restrictive general credit policy and the resulting 
higher interest rates upon the lending habits of financial institutions 
and upon the spending patterns of business and individuals. It 
emphasizes the effects of credit policy upon fringe borrowers and 
upon the marginal users of credit. It makes the point that restrictive 
credit policy will contribute to more rigorous standards in evaluating 
credit risks. Repeated reference is found in the Federal Reserve 
answers to the effect of a restrictive credit policy in dampening 
inflationary expectations and to the consequent effects upon spend- 
ing habits of consumers and businessmen. Higher interest rates re- 
duce capital values and impair liquidity; these points are also 
stressed by the Federal Reserve. 

While the Treasury, probably by implication at least, agrees with 
much of the Federal Reserve argument, it emphasizes consistently 
throughout its answers the need for caution in the use of general 
credit policy by pointing out the consequences that would follow 
the unwise use of general credit control measures. Also, the Treas- 
ury is fairly skeptical as to the effects of restrictive credit policy 
upon the economy. It cites five developments which, together, have 
reduced the efficacy of measures of general credit control. They are 
(1) the huge increase in the public debt; (2) the increase in bank 
holdings of short-term government obligations, which has widened 
the scope for open-market obligations but which also enables banks 
to offer considerable resistance to efforts by the Federal Reserve 
to curtail the expansion of bank loans; (3) the rapid growth in the 
size of lending institutions and in their holdings of government 
securities; (4) the improvement in the financial condition of and 
the large amount of internal financing available to consumers and 
business; and finally (5) the increased role of government in 
economic affairs under programs which in many respects are not 
subject to effective control by credit policy. 

The Treasury points out that the shift from the gold coin to an 
international gold bullion standard has increased the freedom of 
action of the Federal Reserve, the application of selective credit 
controls to the financing of consumer durable goods and residential 
building has added to the arsenal of weapons possessed by the 
Federal Reserve, and the larger public debt provides a larger 
medium for open-market operations. However, the Treasury con- 
cludes that, on balance, “traditional Federal Reserve methods are 
no longer as appropriate as they were in earlier years.” 

Perhaps much of the criticism, in some quarters at least, of the 
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Treasury answers is the result of two separate paragraphs that deal 
with the limitations upon the use of general credit policy. In the 
first paragraph the Treasury points out that “a moderate measure 
of general credit restriction may, therefore, be relatively ineffective 
against continued expansion of bank loans; while a drastic re- 
strictive policy may easily produce dangerous consequences for 
the Government securities market and for the economy as a whole. 
This is the major reason why a restrictive credit policy must be 
undertaken now more cautiously than formerly.” In a subsequent 
paragraph the Treasury observes that “if the Federal Reserve 
authorities pursued a policy of exerting stringent enough credit 
restraint, they could probably bring on a contraction in lending. 
But a restrictive policy carried to such an extreme point, even if 
the intention were to confine it to the short-term area, would be 
likely to have harmful effects that would outlast the circumstances 
that led to the policy.” 

In the opinion of some observers, these two paragraphs taken to- 
gether espouse the position that: (a) the moderate application of 
restrictive general credit policy is not likely to have significant 
effects upon lending activities and other important economic trends; 
(b) the strenuous use of general credit measures will have too 
serious repercussions upon the government securities market and 
upon the economy in general. 

This poses one of the crucial questions, to which too little atten- 
tion was in my judgment given in the answers of the Federal Re- 
serve, namely, how effective are moderately restrictive general 
credit policies and modest changes in interest rates in curbing lend- 
ing, spending and investing? Or to put it differently, is there a mid- 
dle course in which general credit policy can have some discernible 
effects upon the tempo of prices and economic activity without en- 
tailing the risks of serious unwanted consequences? 

A related question which did not receive the attention it deserves 
is: How serious are the problems that will be faced by the Treasury 
under a restrictive credit policy? Credit policy cannot operate in 
a vacuum. The monetary authorities, while keeping one eye focused 
upon conditions in the economy, must not close the other eye to the 
problems of the Treasury. One of the continuing problems in this 
area is how to achieve an effective and workable integration of 
credit and debt management policies under which advantage can 
be taken, when necessary, of the desirable effects of restrictive 
credit policy without at the same time posing too many difficulties 
for the managers of the public debt. 
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If I may be permitted to extend this discussion with a final per- 
sonal observation it would be: there is much merit in the respective 
points of view presented by the Federal Reserve and the Treasury. 
I concur in the Federal Reserve thesis that central banking policy 
still remains a necessary and useful tool in the execution of national 
economic policy; that general credit measures can have some notice- 
able effects, not only upon financial institutions but more particu- 
larly upon the course of the economy; that general credit policies 
can and do have some impact upon the points of view, prognostica- 
tions, and actions of bankers, lenders, businessmen and, perhaps, 
consumers; that general credit measures can be so used as to 
avoid, as a consequence of their use, serious and undesirable 
economic and financial results; and that timing is a very important 
factor in their wise and effective use. 

At the same time I would agree with the Treasury thesis that 
we live in a complex economic environment; that the course of our 
economy is the product of a great variety of forces; that we can- 
not control these forces by credit policy alone; that too rigorous 
and harsh an application of general credit control measures could 
bring in its train undesirable consequences; and that credit policy 
must be formulated and applied carefully and realistically. 

The issues and the questions posed by the answers of the Federal 
Reserve and the Treasury, in a very real sense, reflect problems 
and not personalities. The Treasury will continue, so far ahead as 
we can see, to face the very real problem of managing a large public 
debt and of refinancing it all too frequently. The Federal Reserve 
will face the difficult task of treading the middle ground, exercising 
credit restraint when such action is indicated, without setting in 
motion economic forces that may have unfortunate repercussions 
upon the economy. Perhaps, as so frequently is the case in the 
difficult problems that economists face, an eclectic point of view as 
to the appropriate role of general credit policy in the 1950’s is 
still the safest course. 











OLD AND NEW IDEAS ON RESERVE REQUIREMENTS 


CHARLES R. WHITTLESEY 
University of Pennsylvania 


THE OLDER viEW of bank reserves is that they are primarily for 
liquidity. This view, on the evidence of the Patman investigation, 
is still held by many bankers and apparently by most spokesmen 
for state banking authorities. It would probably be expressed in 
nearly all texts published twenty-five or more years ago but in very 
few of the recent texts. The prevailing current view is that the pri- 
mary importance of reserves lies in their being a means of limiting 
and controlling the volume of bank deposits. This is the view ex- 
pressed by, among others, the representatives of the Federal Re- 
serve System and by many bankers, especially those in metropolitan 
areas. 

There is still another aspect of required reserves that deserves 
more attention than it has received. That is that they are non- 
earning assets. Opposition to the control of credit by means of 
higher reserve requirements is not so much to the control as it is 
to the enforced holding of non-earning assets. The public relations 
problem of credit control could undoubtedly be simplified by making 
it less expensive to the banks controlled. One of the most interesting 
points in the entire Patman discussion of reserves is the reason 
given by several member bankers why they did not favor subjecting 
non-members to the same reserve requirements as member banks. 
Because non-member banks are not subject to these requirements, 
they said, the Reserve authorities are inhibited from making greater 
use of this instrument. That is to say, they approved exempting 
non-member banks on the ground that this was a check on the 
raising of reserve requirements. 

The influence of direct pecuniary considerations on the attitude 
of bankers and others toward credit control is manifest in the cur- 
rent enthusiasm of lenders of all types for the policies of the Federal 
Reserve which have resulted in higher interest rates. It would be 
pleasant to believe that this particular Accord, the remarkable 
accord between Federal Reserve authorities on the one side and 
bankers and other lenders on the other side in agreeing that higher 
interest rates are desirable, was based wholly on broad economic 
considerations. It seems possible, however, that it is influenced 
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by the fact that the policy has greatly increased the profitability of 
lending. And it is also possible that the enthusiasm on the part of 
lenders for general credit controls will become perceptibly cooler 
when the time comes that these policies are directed toward estab- 
lishing lower, rather than higher, interest rates. 

The proposals, discussed at some length in the Patman docu- 
ments, for requiring special security reserves can best be discussed 
by indicating what they are not. They are not a limitation on de- 
posits in the sense that cash reserves are traditionally supposed 
to be. Bank reserves from Adam Smith’s time onward signified 
specie which was physically limited in amount. Much of our think- 
ing on reserves, as on other aspects of money, has been colored 
by the commodity origins of money which were behind this con- 
ception of bank reserves. The reason why security reserves do not 
provide the traditional sort of check on deposits is precisely be- 
cause such security reserves are not necessarily limited in amount. 

We have already had considerable experience with security re- 
serves against circulating medium. The bonds back of National 
Bank notes were of this character. The Reichsbank notes which 
produced the great German inflation had security reserves behind 
them. The fact that National Bank notes did not become excessive 
may be attributed to other limitations which went along with the 
security reserves and not to the reserves themselves. Some of the 
security reserve plans which have been proposed in recent years 
would exercise no necessary limiting effect whatever. 

Special security reserve requirements are, essentially, a device 
for compelling banks to hold the securities which constitute the re- 
serve. In the Patman terminology, they are a “locking-in” device. 
One of the main reasons for the provision in the National Bank 
Act, it will be recalled, was to induce banks to acquire and retain 
government securities. Recent support for the requirement has 
been strongest among those who saw in this provision a means of 
insulating the market from the sale of such securities by banks. 

The security reserve proposal must also be viewed from the stand- 
point of cost to the bank. The basic fact is that in contrast to cash 
reserves they do not represent a non-earning asset. The proposal 
was favored by some bankers who looked upon security reserves 
as a partial substitute for cash reserves. Given this choice, there 
was a preference for reserves in earning, rather than in non-earning, 
form. On the other hand, they were opposed by other bankers who 
looked upon them as additional to the cash reserves required. With 
this as the choice bankers feared that security reserves would com- 
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pel them to hold earning assets in less profitable or otherwise less 
desirable form. 

An evaluation of the prospects of all the modifications of reserve 
requirements mentioned in the Patman documents is too lengthy 
for inclusion here. The one suggestion that seems to have the best 
chance of adoption is for counting vault cash as part of required 
reserves. This proposal had the blessing of the Federal Reserve 
authorities at the time of the Douglas Committee proceedings and 
seems to be generally favored by the banking community. We may 
also expect to hear a great deal from time to time about payment 
of interest on reserve balances held with the Federal Reserve Banks. 
Such a policy would make it possible to restrict deposits without 
adding to non-earning assets; in fact, it would convert reserves 
into earning assets. However, it would raise other problems which 
make its adoption appear out of the question. Other suggestions, 
such as further power to raise reserve requirements, extension of 
the same requirements to non-member banks and the so-called uni- 
form basis of reserve requirements, face sufficient opposition to 
render their adoption unlikely under present conditions. The oppo- 
sition is influenced by possible cost to member and non-member 
banks and by sheer inertia and hostility to change. 

Similar considerations can be counted on to prevent the adoption 
of less conventional measures such as special security reserves, 
reserves against assets and supplementary reserve requirements 
against increases in deposits. Opposition to these devices also arises 
out of features of the plans themselves, some of which were men- 
tioned above, and especially out of probable administrative com- 
plications. 

The Patman materials are not calculated to lead to any im- 
mediate modification of reserve provisions. They have helped, how- 
ever, to focus attention on the control function of reserves and 
they have given publicity to various plans for extending such con- 
trol. That the first test of any control measure is its ability to con- 
trol should be self-evident. And that there are many possible ways 
of exercising control over the expansion of bank credit will be 
more widely recognized because of these documents. Only time can 
tell whether or how rapidly we shall move toward still more direct 
means of control such as taxation or limitations on the volume of 
bank credit, devices which have received greater recognition abroad 
and even—in connection with banknotes—in the earlier history of 
this country. 

Proposals for modification of present reserve requirements are 
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merely one aspect, albeit a very important aspect, of the broad 
problem of central bank policy. A decision with respect to reserve 
requirements is inevitably influenced by one’s conception of the 
appropriate aims of central bank policy and his impression of the 
effectiveness of other instruments, including those of a non-mone- 
tary character. It is much too easy to categorize particular methods 
as good or bad in themselves without adequate regard for the effects 
of changes in prevailing economic conditions or for the possibility 
of integrating the various instruments, one with another. 

One is tempted to say that there is no such thing as a bad instru- 
ment of central bank policy that works; there is only bad adminis- 
tration of it. While this is a valid principle it is necessary to under- 
stand clearly what constitutes good and bad administration. In 
particular, good administration signifies making no use at all of 
the more extreme measures except under conditions of utmost 
emergency, and even then with judgment and expertness. There is 
the further thought that no instrument of central bank policy is good 
unless it does work out as intended. Both ideas must be interpreted 
in the light of conditions, for it is quite possible that a particular 
instrument may prove effective at one time and not at another. 
That is one reason why it is so essential to maintain a full com- 
plement of Federal Reserve instruments of policy. 

There is at present a disconcerting uniformity of opinion that 
the general credit controls have been shown to be an effective means 
of curbing inflation. It will be a happy outcome indeed if the 
general controls prove equal to preserving an acceptable degree of 
stability in the economy. There is the danger, however, that ac- 
ceptance of this comfortable assumption may lead us to rely too 
fully upon these methods and thereby involve us in unnecessary 
difficulties in case they are not adequate to deal with some future 
emergency. If that should happen we should be repeating the mis- 
takes of the twenties, which brought a rude shock to earlier over- 
confidence in general methods of Federal Reserve credit control. 

Contrary to what has been repeatedly asserted, it is by no means 
certain that the Treasury—Federal Reserve Accord and the credit 
policies followed since have made any significant contribution to 
the curbing of inflation and more specifically to inducing the cur- 
rent downward trend of wholesale prices. It is true that predictions 
that abandoning par support would lead to chaos in the government 
bond market were not borne out, but such alarmist predictions were 
unwarranted from the start—even though no one expressed them 
more positively than the chairman of the Board of Governors in 
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1948. Likewise the factor of cost to the Treasury was, from a broad 
economic standpoint, of minor consequence. But it is on the posi- 
tive arguments that were advanced for allowing interest rates to 
rise that the greatest uncertainty remains. 

It was maintained that by allowing interest rates to rise, i.e., 
governments to fall below par, insurance companies would be 
stopped from selling governments, borrowing by corporations would 
be checked, and the rise in circulating medium would be brought 
under control. But this is not at all what happened. Sales of govern- 
ments by life insurance companies, and also by mutual savings 
banks, were if anything more active after the Accord than before. 
Corporate security issues, especially for new money, were much 
heavier following the Accord and have continued so up to the 
present time. The expansion of currency and deposits was per- 
ceptibly more rapid after the change of policy than before; at 
different times it has been demand deposits, currency, or time 
deposits that have shown the more rapid change, but in no way 
does the view appear vindicated that higher interest rates exerted a 
significant deterrent effect. 

The obvious defense that the increase in these items would have 
been still greater if interest rates had been kept from rising cannot, 
of course, be empirically disproved. No such hypothetical defense, 
it may be remarked, is necessary in the case of Regulation W where 
the correlation between changes in the volume of consumer credit 
and changes in the terms of Regulation W is dramatically apparent. 
In any case, it is important to recognize that the positive argument 
for the abandonment of a support policy, that it would have the 
restrictive effects mentioned, presumably in a degree that could be 
perceived, have not been fulfilled. 

It appears that general market conditions rather than general 
credit controls were chiefly responsible for the downward movement 
of wholesale prices since early in 1951. It will be recalled that a con- 
siderable drop in both wholesale and consumer prices occurred in 
1948-49 at a time when the support policy was in full sway. Follow- 
ing the first inflationary rise after the outbreak of fighting in Korea, 
prices held stable or declined for a period of several weeks in the 
autumn of 1950, only to leap upward again with the start of the 
Chinese phase of the war. This easing of prices was not prevented 
by the existence of an active bond support policy. It was apparently 
a reaction from the previous wave of overbuying and a reflection 
of the growing belief that a general war with accompanying com- 
modity shortages was less probable than had at first been thought. 
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The same considerations account for the downward trend of prices 
since the Accord, with the added fact that there has been time 
for the steady and substantial growth in production of a great 
variety of goods to exert its effect on relative supplies and on the 
psychological attitude of the buying public. 

There is widespread opposition to additional reserve requirements 
as there is to various other supplementary control devices. For the 
most part the criticisms directed against them seem to prove that 
none of them is perfect or sufficient to do the job by itself. The 
point can be conceded in advance. The relevant issue, however, is 
something quite different. It is whether some at least of these de- 
vices possess virtues which may, under conceivable circumstances, 
outweigh their disadvantages. And further, whether the general 
controls now in such high favor may reasonably be expected to re- 
quire supplementing in some not improbable future. 

My own guess is that we are tending today to overvalue the dis- 
count rate and open market operations and to undervalue some of 
the alternative devices, of which modifications of reserve require- 
ments are by no means the last or necessarily the best. 








THE PHILOSOPHY OF PUBLIC DEBT MANAGEMENT: 
SOME IMPLICATIONS OF THE PATMAN INQUIRY 


Henry C. WALLICH 
Yale University 


IN THE ATTENTION it received before the Patman Committee, pub- 
lic debt management ran a poor second to monetary policy. It 
cornered the lion’s share of the title-page, but from there on en- 
tered the discussion mainly as a foil for monetary policy. That 
was no doubt appropriate, since the main issues of the debate were 
monetary. For the present article, however, a severe limitation is 
implied. Our discussion will be far from covering anything like 
the wide range of problems that a philosophy of debt management 
ought to encompass. 

Among the great many questions that are touched upon by the 
Patman Inquiry to a greater or lesser degree, three issues of spe- 
cial interest for debt management seem to emerge from the discus- 
sion: (1) what do we mean by “a sound public credit,” (2) what are 
the implications of the notion of a “stable” government bond mar- 
ket (as contrasted with a “pegged” market), and (3) how far is 
the “tailoring” of issues to the market compatible with other goals 
of debt management. I hasten to add that to bring these issues into 
focus, some interpretative effort is required. Those who participated 
in the debate may feel that my attempts at interpretation have led 
to exaggeration. If so, I hope I may be forgiven in the interests 
of clarity. 


I. THE MEANING OF “PUBLIC CREDIT” 


The numerous references to the public credit that can be found 
in the Patman literature may be crystallized around two extremes. 
At one extreme, it is held that the state of the public credit is 
manifested by the state of the government bond market. A strong 
and receptive market means a high public credit, a weak market 
means a weakening of the public credit. At the other extreme, it is 
held that the state of the market has nothing to do with the matter. 
The state of the public credit is thought to rest upon the confidence 
of the community that the government will meet its debt service 
with sound dollars. The ups and downs of the market, being tem- 
porary phenomena and the result often of the speculative hopes 
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and fears of a smali group of professionals, are much too ephemeral 
to have a bearing upon so fundamental a thing as the credit of the 
United States government. 

The weakness of the first view seems clear. We could be under- 
going a severe inflation, and investors concerned primarily with 
purchasing power might be selling their bonds. But if the Federal 
Reserve were to pump enough money into the financial system, 
various institutional investors, primarily concerned with balancing 
assets and liabilities instead of with purchasing power, would be 
buying. We could have a strong market despite widespread distrust 
in the future of the dollar and in the real value of government 
securities. No one, I think, could view this situation as signifying 
a strong public credit. 

Even under less extreme conditions, the view just cited seems 
to place excessive emphasis upon market reactions. It is natural 
and necessary that those who would be blamed for the failure 
of a Treasury issue should take a more cautious attitude than those 
who would do the blaming. Daily preoccupation with the market, 
moreover, is bound to lead to a rather special perspective. There 
seems to have developed, in consequence, an extreme concern with 
a mysterious personage who flits through the pages of the Pat- 
man literature: the nervous portfolio manager, a man whose reac- 
tions are anxiously scrutinized and whose inclinations are accorded 
remarkable deference. 

Whether or not the role of the nervous portfolio manager is over- 
stressed in some of the Patman answers I do not feel qualified to 
judge. But it does seem clear that this emphasis may have unhappy 
repercussions. It is true that in today’s market, a si.all group of 
highly specialized professionals are intrusted with great responsi- 
bilities. They must make their decisions in accordance with the 
interests of their institutions, and sometimes these decisions may 
lead to sharp market declines. The reactions of these professionals 
are thus of great importance to those responsible for debt manage- 
ment. It would not be fair to professional portfolio managers, how- 
ever, and would put them in a very difficult position, if they were 
set up as arbiters of the public credit. To view the public credit 
as something that depends on the market price for government 
obligations might easily lead to demands for a limitation of the 
freedom to buy and sell. 

But if the first view cited is too close to the market, the second 
view—that public confidence in repayment in sound money is the 
essence of public credit—is not close enough. One could envisage 
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a situation in which no one had any doubt whatever about the in- 
trinsic soundness of government obligations, and where the Treas- 
ury might nevertheless find it difficult to borrow on acceptable 
terms. If the market had been burned a few times through sudden 
declines of new issues, its receptivity might temporarily vanish. 
Ability to borrow when one needs the money is unquestionably im- 
plied by the idea of sound credit. One could hardly argue that such 
a situation was not a reflection upon the public credit. 

The case of a “no bids” market would no doubt correct itself 
in time. But from a longer-run viewpoint, too, the impact of market 
movements upon investor confidence cannot be altogether disre- 
garded. Severe breaks, such as that following World War I, can 
do lasting harm to the willingness particularly of inexperienced 
investors to buy government bonds. One can hardly doubt that the 
government’s credit suffered in the eyes of many Liberty Bond 
holders. 

A combination of the two views seems to be needed. A sound 
public credit requires not only public confidence in the intrinsic 
value of government obligations, but also a day-to-day willingness 
of the market to buy them. What are the proportions in which the 
two ingredients should enter into the mix? 

A market strongly supported by the Federal Reserve, even though 
not pegged, would provide the necessary receptivity. This market, 
however, would hardly inspire implicit confidence in the future 
value of the dollar if market support were believed to be the 
number one objective of the Federal Reserve. An orderly market, 
on the other hand—the most that the Federal Reserve has been 
willing to promise—would give no reason to question the soundness 
of the dollar. But in an orderly market, prices might decline, in 
an orderly way, to levels that would cause much anguish to holders. 
An orderly market is not necessarily a receptive market. 

Under most foreseeable conditions, the Federal Reserve prob- 
ably can assure market conditions that permit the Treasury to 
cover its needs without undue difficulty and that nevertheless 
would not endanger the value of the dollar. Nevertheless, this will 
always be a matter of degree. Prior to March, 1951, the Treasury’s 
concept of “undue difficulty” was not compatible with monetary 
stability. In some new inflationary period, a really vigorous use of 
monetary restraints might create problems for debt management 
so severe that one might reasonably ask whether the public credit 
had not been affected. 

The range of views expressed in the Patman Inquiry suggests 
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that the public credit is not a monolithic thing. It has several com- 
ponents. Economists may say that the yield on governments repre- 
sents the “pure” interest rate, free from credit risk. The Patman 
Inquiry leaves one with the feeling that the matter is more complex 
than that. 

II. THE STABLE MARKET 


The new concept of a stable market, as distinguished from a 
pegged market, is presented in answer to one of the Patman ques- 
tions. The five-year period from the end of the war until Korea 
is cited as an illustration of what a stable market might mean. This 
seems to permit two interpretations of the concept. 

On one side, it may be pointed out that the range of fluctuations 
of long-term bonds during the pre-Korea period extended further 
than their range from the Accord to date. Hence, the notion of a 
stable market might seem to be fairly close to the Federal Re- 
serve’s idea of a market with “small changes,” which the Federal 
Reserve regards as an adequate vehicle for a fairly effective mone- 
tary policy. On the other hand, the range of fluctuations during 
the five pre-Korea years had to be held back by intensive open- 
market operations to keep it from widening particularly on the 
downside. It may be argued that this kind of a stable market is 
really a “stabilized” market and barely misses being a pegged 
market. 

In weighing the alternative appraisals, the chief emphasis prob- 
ably should be placed on the unquestioned fact that the pre-Korea 
stable market required intervention. It is not the range of fluctua- 
tions that matters, but whether or not the freedom of monetary 
policy has to be substantially restricted in order to attain stability. 
It is a market stabilized at the expense of a free monetary policy 
that I shall be discussing. 

The two main questions about this kind of a stable market are, 
(a) what it does for the economy in general, and (6) what it does 
for debt management and monetary policy. As for the general 
economic effect, it is argued by the Treasury, in what impresses 
me as one of the most effective passages in the volume, that a 
stable bond market provides a strong base for confidence and 
stability throughout the economy. Investor expectations, the finan- 
cial markets, and businessmen’s plans are in greater or lesser de- 
gree influenced by the government bond market, and all benefit 
from greater stability there. Furthermore, it is argued elsewhere, an 
unsupported market carries with it the danger of extreme fluctua- 
tions that might seriously shock the economy. 
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On the other hand, it is hardly necessary to reiterate the case 
made before the Patman Committee against unlimited debt moneti- 
zation. The Treasury reply is not oblivious of these dangers. It 
argues, however, that during the five years preceding Korea, strong 
market support was required only during a single year. The bene- 
fits flowing from market stability, on the other hand, were enjoyed 
during the entire period. The difficulties created by one year of 
pegging are considered worth putting up with to get five years’ 
stability. 

The question at issue in this controversy is not whether, under 
the conditions created by Korea, debt monetization could still be 
defended in the name of a stable market. Neither are we dealing 
with the quite different question of whether a fluctuating market 
would be desirable even in wartime. On both scores, our experience 
seems to have given a definitely negative answer. The question is, 
rather, whether, under conditions of mild economic fluctuations and 
only occasional inflationary pressure, such as the pre-Korea period, 
a good case can be made for a “stable” (stabilized) market. 

The philosophy of the stable market is basically one that favors 
financial expansion. It emphasizes the need for confidence, easy 
borrowing, larger investment outlays. In doing so, it implicitly 
argues that we are in danger of economic contraction unless a con- 
tinuous expansionary bias is infused into the economy. Such a 
philosophy is closely akin to the view that calls for permanently 
low interest rates to ward off the danger of depression. The merits 
of the two can be appraised in the same terms. 

Some of those who have the courage of their forecasts may argue 
that, over a long period of time, depressions are more likely than 
inflations. This is a matter of personal opinion—the evidence of 
the last six years is against it, but a strong case can be made. Some 
of those who can rise above painful personal experience in recent 
years may also argue that depression is a greater evil than infla- 
tion. On either argument, it would be appropriate to direct our 
preparedness mainly toward depression. But even if this direction 
of preparedness were accepted, the case for a permanently low in- 
terest rate (not necessarily altogether stable) or for a stable bond 
market (not necessarily at quite so low a rate) is not strong. By 
keeping the rate low at all times, we deprive ourselves of the power 
to reduce it in a depression. By keeping the market stable, we lose 
the stimulating effect that a rising market could have at a critical 
moment. We cannot have our stability and eat our capital gains at 
the same time. 

It seems to be accepted by monetary theorists that a rising rate 
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and falling bond market tends to have the same restraining effect 
as a rate that is stable at a higher level.’ By the same token (with 
some qualifications which I think are not major) a falling interest 
and strong bond market may be expected to have the same stimulat- 
ing effect as a rate that is stable at a lower level. That the mone- 
tary authorities, as was once feared, should be unable to force 
interest rates down in a depression, having first allowed them to 
rise during a boom, is unlikely in the light of past American ex- 
perience. For anti-depression policy, therefore, we could extract 
the same advantages from a fluctuating bond market under com- 
petent guidance that we could hope for from a stable market. At 
the same time, we would not have to expose ourselves to the risks 
and occasionally the real damage that a stable market portends. 

We may conclude from what has been said so far that a stable 
bond market holds out no special advantages to the economy in 
general that could not be bought more cheaply in other ways. That 
leaves the second question: What does a stable market have to 
offer to debt management and monetary policy? It is argued that a 
stable market facilitates debt management because it encourages 
the purchase and holding of bonds. That a stable market helps to 
sell bonds cannot be denied, but why does it? Because in a stable 
market, even the longest-term bonds acquire the characteristics, 
not of money, but of short-term securities. By selling bonds the 
easy way, the very motive for selling them at all—to limit investor 
liquidity—is nullified. Those who question the advantages, for 
monetary and debt policy, of selling short-term securities to cor- 
porations, are hardly consistent when they recommend the sale of 
semi-stabilized bonds to investors in general. 

All that can be said for such a policy is that it eases the prob- 
lems and responsibilities of the technical side of debt management. 
These are heavy burdens, and whoever does not have to share them 
must be careful to allow for the pressures that they exert upon 
official decisions. But the danger that they may be allowed to 
exert too much pressure is equally great. The viewpoint here sum- 
marized under the heading of a stable market seems to be a mani- 
festation of that danger. 


III. TarLorinc IssuEs TO THE MARKET 
The provision of securities to meet the current needs of various 
investor groups, more colloquially referred to as “tailoring issues 
to the market,” is one of the principles of debt management enun- 


1. Cf. James Tobin’s forthcoming review of the Patman literature in the Review of 
Economics and Statistics. 
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ciated repeatedly by the Treasury in the Patman literature and 
on other occasions. Behind the persuasive label, there lurks an 
ambiguity that must be brought to light before the really important 
issue can be properly faced. 

To some observers, “tailoring” seems to mean that, after a deci- 
sion has been made on broad economic grounds to issue certain types 
of securities, say long-term bonds, these securities should then be 
endowed with a coupon that makes them acceptable to long-term 
investors under going conditions. In other words, if the Treasury 
had decided in 1950 that it was time to put out a marketable long- 
term bond, the way to tailor this issue to the needs of investors 
would have been to put a rate of 2? or thereabouts on it. Tailoring 
in this sense would be quite compatible with a broad-gaged debt 
policy and might involve aggressive bidding for money on the part 
of the Treasury. This does not, however, seem to be the kind of 
tailoring that the Treasury was talking about. 

The other concept of “tailoring” is a policy of seeking out the ac- 
cumulations of funds that can be tapped as nearly as possible at 
existing rates. If there is a strong private demand for long-term 
funds, while banks or corporations seem to have liquid funds, long- 
term issues would be avoided by the Treasury in favor of short-term 
financing. Competition for funds would be kept to a minimum. The 
tailoring that the Treasury has done in the postwar years has been 
mainly of the second variety. We shall use the term in that sense. 

Tailoring of the second kind produces a very obvious cyclical 
pattern. During boom periods, when demand for investment funds 
is strong, it leads to predominantly short-term financing. During de- 
pression periods, when long-term investors have a hard time finding 
outlets for their funds, it would be appropriate for the Treasury to 
supply them with long-term issues. This pattern of financing is pre- 
cisely the opposite of that called for by another canon of debt pol- 
icy: debt management aimed at economic stabilization and geared 
to counteract business fluctuations. Anticyclical debt policy would 
require the Treasury to lengthen the debt and shift it out of the 
banks in boom periods, so as to curb excessive investment outlays. 
During depressions, it would be desirable to increase liquidity by 
issuing more short-term debt and selling it to the banks. There may 
be transition periods when tailoring and anticyclical debt policy 
would not be at odds, such as the initial stages of a boom. Even 
then, the fear of killing off recovery might counsel continued short- 
term financing through banks until the boom had become well in- 
trenched, at which time long-term financing would once more have 
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become difficult. There would be occasional opportunities for easier 
long-term financing, no doubt, during some of the breathing spells 
that occur in periods of high activity, and to that extent “tailoring” 
and anticyclical debt management could be further reconciled. The 
conflict must not be overstressed, but it is a very real conflict never- 
theless, as the postwar period has proved. Anticyclical debt policy 
has been the loser. 

The reasons why anticyclical debt policy lost out are not hard to 
find. Tailoring makes debt management simple and cheap. It means 
getting the money where it is easiest to find, and not entering into 
competitive struggles in buyers’ markets. Anticyclical debt manage- 
ment means doing things the hard way, selling long-term bonds to 
non-bank investors when these investors are overrun with other de- 
mands for their funds. And anticyclical operations are expensive, 
since the Treasury would have to bid up to get long-term money 
during a boom. It is no wonder that during an inflationary period, 
tailoring becomes the line of least resistance and looks like the most 
attractive policy. 

There are other, more subtle difficulties that would beset even an 
enthusiastically anticyclical debt manager. Many of the operations 
of debt management are very similar to the open market operations 
of the Federal Reserve. Securities and funds are put into the market 
or taken out, banks reserves are influenced, investor portfolio posi- 
tions changed. One may even say that there is a close parallelism of 
goals. The Federal Reserve seeks to bring about a given change in 
the availability of money and credit with a minimum change (ordi- 
narily) in interest rates. It has been one of the main tenets of the 
Federal Reserve during the Patman Inquiry that important changes 
in liquidity can be effected with only moderate changes in interest 
rates. The Treasury’s goal, in borrowing money, is exactly the 
same: to absorb a given volume of liquidity from the market with 
a minimum impact on rates. 

This close parallelism seems to suggest that the Treasury could 
indeed borrow and refund without putting rates up as much as is 
sometimes feared. If the Federal Reserve can do it, why not the 
Treasury? But there are important differences between Treasury 
and Federal Reserve operations as regards the manner in which they 
reduce the liquidity of the market. When the Federal Reserve wants 
to tighten the market, it is concerned primarily with reducing the 
volume of credit available to borrowers. For this purpose, there is 
no need to reduce greatly the volume of funds in the hands of lend- 
ers. It is sufficient to make lenders less willing to lend, i.e. to freeze 
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funds into the hands of their holders. The working of this process, 
the role of uncertainty and the effect of capital losses, have been 
described in great detail in the Patman literature. 

For the Treasury, the matter is different. It must induce lenders 
actually to part with their funds. The curtailment of lender liquidity 
is a consequence of Treasury borrowing, not a goal. To make lend- 
ers clam up is the last thing the Treasury wants to do. In addition, 
the Treasury faces the further handicap of having to conduct most 
of its security sales on a grand scale, through large issues at greater 
or lesser intervals. The Federal Reserve can operate inconspicuous- 
ly, continuously, and in small amounts. For these reasons, there are 
important limits to the parallelism between Treasury borrowing and 
Federal Reserve open-market operations. The fact that the Federal 
Reserve may be able to reduce the supply of loanable funds without 
major impact on interest rates does not necessarily mean that the 
Treasury can hope to do the same. 

In weighing the case between anticyclical debt management and 
tailoring, it must also be borne in mind that the anticyclical philos- 
ophy is a relative newcomer and has never become well intrenched. 
During the thirties and after, it was the vogue to convert a great 
array of government activities, from public works to bank super- 
vision, to anticyclical purposes. On bank supervision, at any rate, 
the Patman Inquiry indicates a reversal of trend toward a more 
traditional approach. In the field of debt management, tailoring is 
undoubtedly the classical pattern. To borrow short when money is 
badly needed and hard to get, and to fund the debt later when the 
market is favorable, has been the tradition of private and public 
borrowers throughout financial history. Should it then be argued 
that anticyclical debt management was just a theorist’s dream, and 
that tailoring is the only practical, hardheaded, way of handling the 
debt? 

The catch is that the classical tradition of public debt manage- 
ment grew up under conditions very different from those of our day. 
As long as the Treasury was just one of many borrowers, and will- 
ing to submit to the discipline imposed by the gold standard and 
by the policy of the central bank, no harm could come from tailor- 
ing. The Treasury accepted, more or less, the existing conditions of 
the money market, and did what was most convenient for it within 
these conditions. In the Patman Inquiry, Senator Douglas made a 
case for reconstructing such a setup. The Federal Reserve would be 
given a mandate and would shape its policies according to the eco- 
nomic situation, without regard to the Treasury’s problems. The 
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Treasury would manage the debt in the light of the monetary and 
credit situation created by the Federal Reserve, without attempting 
to influence it. In such a framework—if it were possible—tailoring 
of debt operations to the market would not be in conflict with over- 
all anticyclical policy. 

Had that framework existed during the postwar period, the 
Treasury would not have been tempted to issue almost exclusively 
short-term securities. The anti-inflationary policy that the Federal 
Reserve might have been expected to follow during most of that 
period would probably have made it inconvenient for the Treasury 
to concentrate on short-term issues, and would have induced a larger 
volume of longer terms. And if the Treasury had nevertheless in- 
sisted on short-term financing, it would have had to pay rates so 
high as to offset any inflationary effects. Under conditions such as 
these, the two alternative interpretations of the concept of tailoring 
that were discussed at the beginning would merge into one. 

This sharp segregation of Treasury and Federal Reserve func- 
tions was not regarded with favor, however, by the majority of the 
participants in the Patman proceedings. The public debt, it seemed 
to be felt, had grown too large, the monetary powers of the Treas- 
ury too big, debt management and monetary policy too intertwined 
to build any kind of dividing fences. This majority view, therefore, 
would not favor a return to the classical forms of debt management. 
The Treasury would have to shoulder its part of the burden of sta- 
bilization policy. In all probability, this would require the practice 
of tailoring to share the front seat with anticyclical policy, if not to 
yield it up altogether. 








GAPS IN THE PATMAN COMMITTEE REPORT 


Joun D. Crark 
Council of Economic Advisers 


It Is TOO BAD that the Patman Committee hearings were concluded 
before the publication of Herbert Hoover’s burning volume, The 
Great Depression, in which he unloads responsibility for the crack- 
up upon Federal Reserve monetary policy, and mourns his failure 
to induce action by the President because Mr. Coolidge believed 
that the Federal Reserve Board had been set up by Congress as an 
agency independent of the Chief Executive. My own timidity about 
parading my heresies in public hearings might have been overcome 
if I could have been shielded by the judgment of the ex-President 
that open-market operations and changes in interest rates had 
“proved incapable of either checking booms or checking depres- 
sions.” 

The great merit of the Patman investigation is that it strips the 
status of a sacred cow away from monetary theory and makes it 
subject to continued objective study as actual experience unfolds. 
One who eagerly welcomes this service must seem captious if he 
also suggests that the committee has not been thorough enough, 
and he must seem reckless if he intimates that there are important 
gaps in a record, the very sight of which should be enough to con- 
vince one that no aspect of the subject is missing therefrom. 

It is just because Henry Murphy engineered such a magnificent 
job in building up the Patman Committee record that one finds 
reason to regret that some matters were not dealt with more fully 
in the committee report itself. The record is so comprehensive that 
it will be the historical and theoretical hunting-ground for years to 
come of students taking part in the controversy which the com- 
mittee report is bound to keep alive. The very size of the record 
will, however, all too frequently dispose students to center their 
attention upon the report, and to dig into the record only where 
references thereto are made in the report. 

Of greater import is the fact that the committee report will be 
the only product of the inquiry which will be given attention by 
individual legislators and citizens. There is undeniable need for 
authoritative and fully informative material to guide them in reach- 
ing sound judgment upon a subject which was thrown into the 
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realm of politics by the last Republican party platform and by 
earlier debates in the Congress. 

When the extension of the economic controls act was before the 
House of Representatives in July, 1951, Congressman Wolcott, 
who may now become the chairman of the Joint Committee on the 
Economic Report, led a solid phalanx of his party members in sup- 
port of a destructive amendment which was based upon the con- 
fident belief that monetary policy could, by itself, stabilize the 
economy. The day-long debate disclosed the need for enlightenment 
upon some elementary features of general credit control. 

The value of the committee report as a guide to popular and 
congressional understanding is greatly limited by the failure of the 
committee to define monetary policy in a way which informs. Too 
many people believe that to assert faith in monetary policy is to 
join the angels, not knowing that there are many kinds of mone- 
tary policy and they are not consistent. There is little value in the 
statement, several times repeated in the report, that monetary pol- 
icy is a method to ease or tighten credit. Until we know what some 
one does for that purpose, we cannot reach any judgment upon the 
two primary issues in recent controversy—whether a particular 
monetary policy can effectively ease or tighten credit, and whether, 
if it does so, the collateral consequences are acceptable. 

The committee even fails to make clear to the informed student 
what it itself means by the term “monetary policy” when it occa- 
sionally desists from its general course in shooting holes in Federal 
Reserve theory and policy and reverently avows its faith in mone- 
tary policy as an important measure to halt inflation. The general 
tenor of the report indicates that what is meant is the current mon- 
etary policy, but doubt arises when the committee reaffirms the 
recommendation of the Douglas Committee in favor of the “vigor- 
ous” use of monetary policy. Even in Federal Reserve literature, 
the policy since March, 1951, is being described as “passive,” or 
“neutral,” and one would not expect the committee to propose the 
vigorous use of a passive policy. 

As a matter of fact, this is the kind of preposterous language 
which is being used in current discussions. The committee even 
applies the current cliché of “a more active monetary policy” to 
the shift by the Federal Reserve from a program requiring almost 
constant open-market operations, frequently on a very large scale, 
to a program under which it lets the market take care of itself. 

The next step necessary for popular understanding, after clearly 
describing the several conflicting monetary policies, is a descrip- 
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tion of the process whereby each is supposed to lead to the final 
objective of economic stabilization. This the committee report does 
with respect to only one monetary policy—the gold standard. As 
for general control of credit through central bank operations, the 
reader is not carried beyond the expected changes in bank loans 
and in money supply which are only the first in a series of economic 
steps between central bank action and the final objective. 

Nowhere in the report are the people advised that the general 
credit control policy for which they are asked to pay the price of 
higher interest charges must, if it is to be effective, move along a 
tragic economic path. The Council of Economic Advisers has long 
attempted to tear attention from bank loans and to center it upon 
the problem of increasing production. Experience in 1951-52 has 
dramatically confirmed our argument that expanding production is 
the one sound method to eliminate rather than to control inflation- 
ary forces. General credit control policy looks only to the volume 
of credit, as though bank loans are inherently vicious in a period 
of inflation. It is wholly indifferent to the basic problem of eco- 
nomic growth, and it is deliberately designed to restrict production, 
not to expand it. 

This has been clearly described for the Joint Commitee on the 
Economic Report by Allan Sproul, the president of the Federal 
Reserve Bank of New York. He picks up the trail of general credit 
control where the Patman committee stopped, with the change in 
money supply, and says: 

A general monetary control, if used drastically enough works through a re- 
striction of production. The steps in the process are restriction of money sup- 
ply, rise of interest rates, contraction of employment and production, contraction 
of income. I know of no monetary device which would enable us to avoid these 
consequences, and I think it is an illusion to think that some painless way of 
avoiding the consequences of making credit really tight, can be found. To use 
our existing powers wthout regard to interest rates and the Government security 
market, in order to get the effect our critics suggest, would mean that our action 
would have to be drastic enough to lower the money income of a large segment 
of the consuming public. To accomplish this by over-all monetary or credit 
action would mean a serious decline in production and employment. Such action 


could only be justified if we were faced with a runaway inflation due solely or 
primarily to monetary causes. 


Bic, Mewend, whose every statement further vindicates the judg- 
ment expressed by Marriner Eccles that Mr. Sproul is the ablest 
man in the Federal Reserve System, was there analyzing and op- 
posing a truly vigorous policy of open-market sales to strip the 
banks of their reserves, not the present gentle monetary policy. The 
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first issue between those supporting the present policy and us in 
the administration who oppose it is that we argue that it works mis- 
chief for the Treasury, but is too feeble to be effective in curbing 
inflation. Mr. Sproul has set this out very fairly, and with charac- 
teristic moderation in his own claims, in this statement before the 
Patman committee: 


All that should be claimed for general credit controls, in my opinion, is that 
combined with other measures working in the same direction, such as fiscal pol- 
icy, debt management and, in extraordinary circumstances, direct conirols, they 
can contribute to anti-inflationary or anti-deflationary forces. This, I think, they 
are peculiarly fitted to do in a country with our political, social, and economic 
leanings and beliefs. There are those who deny this. They admit that a severe 
policy of credit restraint can be effective, but they say that the resultant de- 
clines in production, employment and incomes are no longer socially acceptable. 
A severe policy of credit restraint is also impossible, they say, in the face of a 
Federal debt of $250 billion and the needs and requirements of managing such 
a debt. A mild credit policy, on the other hand, is said to be ineffective at best 
and may be harmful at worst, at least in its anti-inflationary phase. Then, it is 
claimed, it may involve increasing the cost of servicing the public debt, disrup- 
tion of the Government security market, and interference with an expanding 
economy, in order to get at a handful of private transactions. 


This brings me to two omissions in the committee report which 
not only limit its value as a handbook for today, but which are es- 
pecially regrettable because they distort the history being prepared 
by the report for future students. 

The first is the failure of the committee, when it considers the 
effectiveness of present monetary policy, to look at the daily and 
weekly data of wholesale prices which are available for the first 
quarter of 1951. Using monthly data, the committee erroneously 
includes the new Federal Reserve policy among the economic fac- 
tors at work when the rapid advance of prices during December, 
1950, and January, 1951, was brought to an end. Unable to sepa- 
rate these several forces, it credits a responsible share in the result 
to the new Federal Reserve policy, despite the important gaps which 
it finds in its rationale. 

The fact is that three weeks before the change in Federal Re- 
serve policy, and before there was any abatement in the wave of 
consumer buying, the advance in wholesale prices had ground to a 
halt and the steam had been taken out of the increase in retail 
prices. The price freeze of January 20 was dramatically effective. 
That fact should be made clear for students who hereafter study 
the relative effectiveness and value of general credit control and of 
direct controls in periods of threatening inflation. It should not be 
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overlooked when one seeks the cause of continued price stability 
after February, 1951. 

The other important omission, from the history point of view, 
arises from what seems to be a gentlemen’s agreement to forget 
that the President of the United States proposed a monetary policy 
on February 26, 1951. The principal official witnesses ignored the 
episode, both in their detailed answers to the committee question- 
naires and in the hearings. The committee, having accepted the ob- 
ligation to evaluate the several different kinds of monetary policy 
as methods to halt inflation, might have been expected to dwell at 
length upon a published proposal by the President. It did not pur- 
sue the subject with the witnesses, and although it mentions the 
presidential statement in its report, it says nothing about its most 
important feature. 

The bland account given by the officials leaves the impression 
that, following the ultimatum by the Federal Reserve on February 
19 that it would abandon firm support of the government bond 
market, the officials of the two agencies got together and worked 
out the “full accord” announced on March 4. This fails to do jus- 
tice to the fighting spirit of the Treasury officers, even at a time 
when Secretary Snyder was sadly ill and almost isolated from his 
aides. 

The actual response of the Treasury to the ultimatum was to se- 
cure the collaboration of the Council of Economic Advisers in a 
recommendation to the President, which led him to summon Treas- 
ury, Federal Reserve, and other officials to a meeting on February 
26. He read a statement reaffirming the need of a firm par support 
program and proposing that the expansion of bank loans be stopped 
by executive order under a twenty-year-old statute which the Treas- 
ury had dug up. The Treasury officers attending the meeting to 
support the proposal of the President were the undersecretary and 
an assistant secretary, who was soon to assume greater responsi- 
bility. 

The President designated a committee to study this proposal and 
other subjects. A subcommittee consisting of the general counsels 
of the Treasury, of the Federal Reserve Board, and of the Office 
of Defense Mobilization, together with a member of the Council of 
Economic Advisers, soon thereafter reported that there was clear 
legal authority for such direct and positive limitation of loans by 
banks and other financial institutions, that “the simple executive 
order would effectively and immediately freeze the volume of credit 
at the current level,” and that necessary elasticity could be pro- 
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vided. In a supplemental report, the subcommittee set out in detail 
the essential provisions of an appropriate executive order. 

Positive limitation of the volume of bank loans has appeared in 
the credit control plans of many countries, and in a disguised form 
it has been an important part of Canadian policy. It is the only 
monetary policy which has been proposed which would protect the 
Treasury and at the same time put a sure brake upon credit expan- 
sion. It was especially appropriate at a time when our boys were 
being forced to become soldiers, our manufacturers were being told 
that they could not produce all they wanted to produce, and our 
merchants were denied the right o make their own prices. If we 
again meet the problem of curbing threatening inflation, we shall 
hear more of it. 








TECHNICAL ASPECTS OF TREASURY FINANCING 


SAVINGS BONDS IN PERSONAL INVESTMENT 
PROGRAMS* 


O. K. BurRRELL 
University of Oregon 


THE PURPOSE OF THIS PAPER is to appraise and compare United 
States Savings Bonds and alternative investment media from the 
point of view of individual and family investors. In addition an at- 
tempt is made to evaluate the success of the savings bond program 
and to offer a tentative suggestion for its improvement. 

The temptation to explore the economics of the savings bond 
program is strong, but it is clear that this is extraneous to the main 
purpose of the paper. This inquiry is, then, concerned almost en- 
tirely with an investment analysis of savings bonds from the point 
of view of individual as opposed to institutional holders. 

In some measure the qualities in a security that are favorable to 
the issuer are unfavorable to the investor and vice versa; this con- 
flict is evident in the savings bond program. The “no loss liquidity” 
is an advantage to the investor but it does present the Treasury 
with the problem of a large volume of demand obligations and 
makes the problem of monetary management more difficult.’ The 
high rate on Series E and H bonds is an advantage to investors but 
increases the overall interest cost. Some of the ownership provisions 
of savings bonds are convenient for investors but a possible source 
of loss of tax revenues. 

The attractiveness of savings bonds either for individuals or in- 
stitutions can only be appraised in terms of comparison with alter- 


* This paper by O. K. Burrell and the following two papers by George Conklin, Jr. 
and Leroy M. Piser, with discussions by Robert C. Holland and Herbert Dougall, were 
presented at a meeting of the American Finance Association in Chicago on Decem- 
ber 29, 1952. The program was under the chairmanship of John P. Clendenin, University 
of California at Los Angeles. 


1. Savings bonds must be tailored to an existing rate pattern. When either the level 
or structure of rates change, such bonds may be made overattractive or underattractive. 
A large volume of savings bonds outstanding thus is a deterrent to necessary rate in- 
creases to meet an inflationary situation. But fortunately the ingenious “step rate” de- 
vice tends to encourage holding even when the general rate structure moves above the 
yield to maturity of savings bonds. 
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native investment media. Savings bonds like all dollar obligations 
are subject to price level hazards. It is not the purpose of this in- 
quiry to appraise the prospect for further decline in the purchasing 
power of the dollar. Therefore no comparison of savings bonds with 
stocks or real estate is attempted. But almost all analysts would 
agree that the individual or family portfolio should include a bond 
or other dollar value component. The relative size of this compo- 
nent depends-upon the view held of price probabilities and upon 
the circumstances of the investor. It seems appropriate, then, to 
compare savings bonds with such alternative media as high-grade 
corporate bonds, institutional deposits, insurance, state and local 
government bonds, and marketable United States government 
bonds. Comparison can be made on the basis of yields, price risk, 
taxability, ownership and probate provisions, and convenience. 


YIELDS 
Savings bond yields and yields of alternative media are shown in 
Table 1 for various terms. 
Price Risk 


The price risk is absent in savings bonds. Holders are guaran- 
teed against effective loss whether held for short or long periods. 
In some measure at least the same thing is true of institutional de- 


TABLE 1 


APPROXIMATE YIELDS OF INVESTMENT MepIA, VARYING MATURITIES 
EFFECTIVE ABOUT NOVEMBER, 1952 
(in Per Cent) 


1 Year 3 Years 5 Years 7 Years 10 Years 

Savings Bondst 

Series H 1.65 2.21 2.49 2.73 3.00* 

Series K 1.26 1.75 2.13 2.39 2.65 
High-grade corporate bondst . 2.20 2.30 2.50 2.70 2.80 
Institutional deposits§ 2-3 2-3 2-3 2-3 2-3 
Insurance \| II \| \ {| 
Marketable US. 

government bonds€ 1.85 2.13 2.37 2.52 2.61 
State and local 

government bonds** 1.15 1.25 1.35 1.50 1.60 


* Matures in 9 years and 8 months 

* Yields on Series H are almost exactly identical with Series E and Series K with Series J. These 
are yields from issuance to surrender 

t Based on quotations of high-grade railway equipment bonds. 

§ Approximate although this does not purport to cover extreme ranges. 

Not shown because of company differences and because interest earnings in excess of contract rate 
may be a component in so-called ‘‘dividends.’’ Usually there is little or no investment yield realized 
on contracts surrendered within three vears and the full contract rate not realized until the tenth year 
or later. This is because of the necessity to absorb first-year costs. 


{ Based on quotations of U.S. National Bank of Portland, October 29, 1952, for taxable bonds of 
these approximate maturities 


** Based on quotations of New York state bonds of these approximate maturities. 
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posits and the savings element in life insurance. Bank deposits 
within the limits of FDIC insurance would seem to be fully equal 
to savings bonds as far as price risk is concerned. Beyond such 
limits the only difference is that the investor is subject to the risk 
of solvency. In the case of savings associations within the limits 
of FSLIC insurance the investor is protected from price risk but 
has no assurance of immediate liquidity and, of course, is subject 
to the solvency risk beyond such limits. 

The savings component in life insurance is necessarily associated 
with the mortality committment. Life insurance contracts are de- 
signed to be held over long periods and on this basis the savings 
element in life insurance is not subject to the price risk. But the 
policy holder who chooses to cash a policy after a short period may 
not realize his full savings due to the necessity to recover first-year 
costs. Life insurance is also subject to the solvency risk although 
the record of the 1930’s would indicate that this is of slight impor- 
tance. After all the solvency risk is present in the obligations of all 
non-sovereign debtors. 


TAXABILITY 


The interest on savings bonds is subject to the federal income tax 
but is exempt from state or municipal taxes on income. Such bonds 
are subject to both federal and state inheritance and estate taxes. 
Holders of discount bonds (Series E, F, and J) have the option 
of paying taxes currently on the income as it accrues or of waiting 
until the accumulated interest is received on redemption or matu- 
rity. This option is worthwhile in that the investor may time the 
tax payment in accordance with his circumstances. The man who 
expects to retire within a decade (or within two decades in the case 
of E bonds) may reduce his tax by postponing payment until re- 
demption after retirement when income will be reduced. 

The exemption from state income taxes is important. In a state 
with a maximum rate of 7 per cent, a non-taxable yield of 3 per 
cent is equivalent to a taxable yield of 3.23 per cent. 

Marketable U.S. government bonds for the most part have the 
same tax status as savings bonds. The interest on some U.S. bonds 
issued prior to March 1, 1941, is exempt in varying degrees from 
the federal income tax. Only an insignificant portion of this pre- 
1941 debt is wholly exempt from income tax. Except for the Pana- 
ma 3’s of 1961 and Postal Savings Bonds the exemption of pre- 
1941 debt applies generally only to the normal tax but not the 
surtax. 
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The interest on corporate bonds and institutional deposits is gen- 
erally fully subject to both federal and state income taxes.” 

Interest on state and local government bonds (including local 
housing authorities) is wholly exempt from the federal income tax 
and may or may not be exempt from state income taxes. Such bonds 
are not exempt from estate and inheritance taxes. The exemption 
from federal income tax was for many years considered to be con- 
stitutional* but is now believed by many to be merely statutory. If 
this view is correct the exemption might be lost if the Congress 
should elect to tax such income. In the somewhat unlikely event 
that the exemption should be removed it is altogether probable that 
only future issues would be made taxable. 

In the case of high-bracket taxpayers the exemption from federal 
income tax is valuable. A savings bond yield of 2.76 per cent pro- 
vides an after-tax yield of only 1.38 per cent for the taxpayer in 
the 50 per cent bracket. Since available yields on good municipals 
are in excess of this, it is clear that the 50 per cent bracket tax- 
payer will find state and municipals more attractive than savings 
bonds on a yield basis. 

The savings element in life insurance contracts enjoys definite 
tax advantages. These advantages are associated with the deferred 
and contingent nature of interest earnings on policy reserves. Where 
a policy matures by reason of death of the insured the interest 
earnings are merely part of the face of the policy payable to the 
beneficiary and neither the owner or the beneficiary will pay an 
income tax on that portion of the proceeds representing interest 
earnings on policy reserves. But if the insurance was owned or con- 
trolled by the insured the proceeds upon death are subject to the 
estate tax, regardless of whether the payment is to a designated 
beneficiary or to the estate. 

If the insured cashes a policy either before or at maturity, he has 
an immediate taxable income of the excess of cash received over 
total premium cost. But the total premium cost includes not only 
his contribution to reserves but also the mortality cost and expense 
loading. In this case the insured has in net effect been permitted to 
deduct his insurance cost from income subject to tax. Moreover, 
when a beneficiary receives the proceeds of insurance in the form 
of an annuity, the payments are tax free even though interest is 

2. Some corporate bonds are still outstanding carrying a “tax free covenant” under 
which the issuer undertakes to pay the normal tax of the holder usually to a maximum 


of 2 per cent. Also dividends on pre—1941 savings shown in Federal Savings and Loan 
Associations up to a principal amount of $5,000 are exempt from the normal tax. 


3. Based largely on McCullock v. Maryland, 4 Wheat 316. 
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necessarily an ingredient of deferred payments. But if a beneficiary 
leaves proceeds with the company, the interest payments are tax- 
able. Since dividends paid to the insured are adjustments of pre- 
mium cost, they are non-taxable even though they may include an 
interest component. 

Life annuity payments received by the insured in exchange for a 
matured contract are taxable as income to the extent of 3 per cent 
per annum of the total premium cost of the policy.‘ But if the in- 
sured elects to receive an annuity certain, these payments are a 
non-taxable return of principal until the total cost is recovered; 
thereafter the payments are taxable income. 

The favorable tax status of insurance may not always be appre- 
ciated because the owner does not receive the advantage currently. 
There is no specific amount which he may deduct or exclude in his 
annual tax return. While the tax advantage is difficult to measure 
and is indirect it is nevertheless real. 


OWNERSHIP AND PROBATE PROVISIONS 


Table 2 summarizes and compares the ownership and probate 
provision of savings bonds and alternative investment media. It 
must be emphasized that ownership and probate provisions vary 
according to state statutes and according to the varying require- 
ments of transfer agents. The table, then, purports only to show 
the general pattern and does not purport to reveal exceptions and 
variations. Moreover, the footnotes are an essential part of the 
table. 


CONVENIENCE 


Convenience has to do with ease of purchase or liquidation in 
denominations and amounts suitable to the investors needs at mod- 
erate commission or purchase cost. 

On this basis life insurance investment is least convenient. Its 
purchase involves a medical examination and a substantial com- 
mission cost. There is no clearly identifiable current investment re- 
turn and early liquidation necessarily involves loss of investment 
return. Life insurance is simply not designed or intended for tem- 
porary holding. The cost and inconvenience is not unreasonable on 
the basis of long-term holding and on the basis of the true function 
of life insurance. 

Institutional desposits involve no commission cost and may be 
made and withdrawn in accordance with investors’ needs, although 


4. The same rule is applicable where the annuity is purchased for cash. 
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some sacrifice of yield may result from untimely withdrawal. Cor- 
porate bonds, marketable U.S. government bonds and state and lo- 
cal government bonds are most practicable in $1,000 denominations. 
Purchase and sale costs are moderate in most cases, although mini- 
mum commissions and wide spreads between bids and offers may 
sometimes serve to increase this cost. 

Savings bonds enjoy unique convenience features. These may be 
briefly summarized. 

1. They are available in denominations as low as $18.75 at no 
purchase cost and may be liquidated at no loss after even short 
holding periods. 

2. There are provisions for no cost replacement of lost or stolen 
bonds. 

3. While there are limits on annual purchase, these limits are 
generous enough to meet usual needs especially where family hold- 
ings are concerned. 

4. The no-loss liquidity feature provides the investor with a free 
“call” or option on a higher level of interest rates. This is the op- 
posite of the call feature of other bonds which in effect gives the 
issuer an option on future lower interest rates. The same privilege 
is implicit in institutional deposits. 


SUMMARY 


Two important matters that relate to individual and family in- 
vestment programs are beyond the scope of this paper. These are 
the proper measurement of insurance needs, and the proper bal- 
ance between fixed sum and variable sum (or as the fashion has it, 
between defensive type and offensive type) investments. 

The provision for whatever is a reasonable insurance program 
should come first. Life insurance as investment is only available in 
association with the mortality contract. It is not wise then to buy 
insurance beyond minimum requirements merely to obtain this in- 
vestment feature. It is, of course, necessary to revise insurance pro- 
grams in the light of changing circumstances because insurance 
needs change with changing times and individual circumstances. 
Some types of insurance contracts have a larger investment in- 
gredient than others, and the selection of the type of contract may 
be wisely related to individual circumstances. Those who find sav- 
ing difficult and wish an element of compulsion will find an endow- 
ment contract useful. But in general it is here suggested that insur- 
ance should be purchased as protection and fixed sum savings 
should be accumulated in other forms. 
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The case for additional inflation is beguiling. The hundred year 
record of purchasing power of the dollar shows a persistent down- 
ward bias although movements against the main trend have been 
prolonged. The departure from gold has made the value of the dol- 
lar a political matter, and political money management is always 
predisposed to lessening its value, albeit amid loud protestations of 
devotion to consumer interests. If the individual investor could 
take a hundred-year view there would perhaps be logic in a 100 per 
cent equity position. But the individual investor cannot take this 
long view because of the shortness of human life. Perhaps this ex- 
treme position is also unjustified because of direct and indirect con- 
trol of income shares. It is quite possible that common stockholders 
might fare badly even when the value of the dollar is deteriorating. 

At present yield differentials corporate bonds are entirely unat- 
tractive for individual and family portfolios. Highest-grade issues 
yield around 3 per cent which is only equal to that of Series E and 
H savings bonds and only a quarter of a per cent higher than Series 
J and K. The state tax exemption feature in a state with a 7 per 
cent rate is worth nearly a quarter of 1 per cent. The after-tax yield 
on savings bonds is equal to, or greater than, that available on high- 
est-grade corporates. It is true that there are annual purchase limits 
on savings bonds of $20,000 on Series E and H and $200,000 on 
Series J and K, but this will rarely be a limiting factor, especially 
since these limits may be effectively increased in the case of family 
holdings. If an individual wishes to purchase more than the annual 
limit, he may buy the annual limit in his own name, then buy an- 
other annual limit in the name of another as owner but naming 
himself as co-owner and retaining physical possession of the bonds. 

Neither can any case be made for the purchase of lower-grade 
corporates for greater yield. The spread between high- and medium- 
grade corporates is unusually close. The approximate yield on 
Moody’s Baa rating is only 3.5 per cent. This yield differential is 
absurdly low in relation to the greater risk. Even if risk premiums 
were adequate, lower-grade bonds would not be suitable for the bond 
funds of average individual and family investors. 

Not very much of a case can be made for marketable U.S. bonds 
for individual and family investment. The long-term issues yield 
about the same as the Series J and K bonds and less than the Series 
E and H bonds but lack the no loss liquidity feature as well as other 
conveniences. As indicated in the yield table above short-term yields 
on the marketable issues are slightly higher than those available on 
savings bonds. In the case of funds which will or may be liquidated 
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in a relatively few years some case can be made for the marketable 
issues. But an even better case can be made for institutional depos- 
its for quick recourse funds. 

Savings bond yields where the bonds are held for the full term 
will be generally a little higher than on institutional deposits. But 
such deposits commonly yield more over short periods. Such de- 
posits may generally be held in joint tenancy with survivorship thus 
avoiding necessity for probate. But it is common practice for de- 
posit institutions to require tax waivers or proof of death for pay- 
ment to the survivors. From the standpoint of probate, savings 
bonds may be regarded as slightly superior to deposits. But for 
quick recourse funds and for funds which will or may be required 
in relatively few years institutional deposits have definite advan- 
tages. 

State and local government bonds have a number of disadvan- 
tages; the market is not a broad one and the before-tax yields are 
low. For individual and family investors they are attractive only 
where the federal income tax exemption feature is valuable. State 
and municiptal bonds become relatively more attractive than other 
media where the owner is in a 50 per cent or higher tax bracket. In 
such situations, and where full immediate liquidity is not required, 
and where convenience factors are not relatively important, it is 
reasonable that the bond fund be fully committed to such obliga- 
tions. 

This comparative appraisal of savings bonds and alternative 
media may be summarized as follows: 

1. Investment programs of individuals and families normally 
should include high-grade fixed-dollar obligations. 

2. Savings bonds have unique qualities of security yield and con- 
venience. These qualities are such that in most cases it is appropri- 
ate that such bond funds be comprised entirely of savings bonds. 
Two exceptions are noted: (a) because of higher short-term yields 
as well as convenience, quick recourse funds and funds accumulated 
for specific short term uses might better be placed in institutional 
deposits; (6) state and local government bonds are more appropri- 
ate media than savings bonds for those in the higher income tax 
brackets. 


Why Has THE SAvINGs BOND PROGRAM LAGGED? 


That the savings bond program has lagged is clear. Sales of sav- 
ings bonds have since 1949 only slightly exceeded redemptions and 
maturities, while savings deposits in banks and savings institutions 
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have increased significantly in the same period. This is evident in 
Table 3. 

Moreover, the data indicate that the problem is most serious in 
the case of the bonds most suitable for individual and family in- 
vestment, the Series E and Series H. The problem is apparently not 
so much how to sell bonds but rather how to keep them sold. The 
bonds available for institutional purchase tend to stay sold to a 
much greater extent then the bonds available for individual pur- 


TABLE 3 
Total assets 
Savings Bonds lime Deposits Insured Savings and 
Outstanding* All Banks* Loan Associationst 
(Millions) (Millions) (Millions) 
June 
1949 $56,707 55,601+ 10,471 
1950 58,019 56,513+ 12,515 
1951 57,587 57,386 14,872 
1952 57,685 61,200 17,762§ 


* Federal Reserve Bulletin 

+ December 31. 

t Federal Savings and Loan Insurance Corporation Annual Report, June 30, 1952 
§ Estimated. 


chase only. For example, of the Series E bonds issued in 1945, 33.9 
per cent were outstanding on June 30, 1952, while the correspond- 
ing percentage for Series F bonds was 57.4 per cent and for Series 
G, 79.0 per cent. 

Yieldwise the Series F and Series G were quite closely compara- 
ble. However, the Series G bonds have remained outstanding much 
better than the Series F. This is all the more remarkable when it is 
remembered that the Series G bonds were redeemable at par to es- 
tates or beneficiaries at death of the owner. 

No basis in strict logic exists for this difference. Effective yield 
on the two series were comparable. But the Series G provided a cur- 
rent return but was redeemable only at varying discounts. The 
strictly psychological factors of apparent loss in redemption prior 
to maturity and the current cash return seem to be the only possible 
reasons for the greater tendency for Series G bonds to stay sold. 

Since the problem seems to be not so much how to sell more sav- 
ings bonds but rather how to keep them sold it would appear to be 
wise to tailor one of the small bonds with this objective in view. 
The record of the Series G indicates that the market likes a current 
income bond and tends to hold such a bond if there is a small re- 
demption penalty. 

The Series H bond is, of course, a step in this direction. But it 
is quite possible that if the Series H were revised so as to pay the 
full maturity rate currently, but be redeemable at appropriate dis- 
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counts before maturity, there would be fewer redemptions. This is 
merely a proposal to give the customers what it is apparent they 
want and at no additional cost. 

Finally it may be suggested that greater efforts be made to sell 
savings bonds on the basis of their merits as investments, and that 
somewhat reduced emphasis be placed on the appeal to patriotism. 
This is not to suggest that the average citizen is not patriotic. It is 
merely a matter of financial merchandising. The appeal to patriot- 
ism inescapably carries an overtone that savings bonds are some- 
how lacking in essential investment qualities. This analysis indi- 
cates that savings bonds have many features that make them espe- 
cially suitable for use in individual and family investment pro- 
grams. Perhaps a greater effort should be made to sell them on the 
basis of their investment merits. 








SAVINGS BONDS IN PERSONAL INVESTMENT 
PROGRAMS 
( Discussion) 


HERBERT E. DOUGALL 
Stanford University 


WE ARE INDEBTED to Professor Burrell for this comprehensive study 
of savings bonds. His discussion of the legal aspects of ownership, 
probate, and inheritance tax status is particularly valuable. 

The present (but possibly temporary) superiority of savings 
bonds over other high-grade fixed income media with respect to 
yield leads one to agree with the conclusion that, except for in- 
vestors in the upper tax brackets in a position to take advantage 
of the tax-free status of municipals, and those investors wishing 
higher short-term yields from institutional deposits, in most cases 
individuals would do well to confine their purchases of debt in- 
struments to savings bonds, whichever one or combination of the 
four types seems most appropriate. However, with any substantial 
stiffening of interest rates such as might drive the yield on high- 
grade corporates to say 3.5 per cent and the rates paid on deposit- 
type investments above 3 per cent, the relative position of the 
Savings Bond will be impaired. They had their greatest appeal 
when they yielded %4 to % per cent above long-term Treasurys, 
4 to % per cent above long-term high-grade corporates, and 1 to 
11% per cent above deposit yields. If the Treasury is again to rely 
heavily on this type of demonitized borrowing the spread between 
savings bond yields and alternative yields must be sufficient to 
give them a continuing bargain appeal. In the meantime the fact 
that the old E’s can be held beyond the original 10-year maturity 
at a relatively high yield (3 per cent) gives them a special appeal— 
but their advantage in this respect is diminishing. 

More emphasis might be given to the tax-free nature of the re- 
serve accumulation in life insurance contracts, which goes far to- 
ward compensating for their low “guarantied” rate of compound- 
ing. This advantage of insurance accumulation has not been given 
the attention it deserves and it is heartening to find it singled out 
for special notice. 

A possibly minor point, in so far as comparative tax status is 
concerned, is the exemption of the interest on Treasury bonds 
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issued prior to March, 1941, from the normal corporate tax, which 
is at present 30 per cent. This gives such bonds a decided edge over 
the savings bond types available for corporate purchase. 

I should like to add two not unrelated additional advantages of 
savings bonds in individual investment programs to those indicated 
by Professor Burrell: (1) their usefulness as the basis of a tax- 
free self-managed annuity arangement whereby the redemption 
dates may be keyed to the consumption of capital by gradual re- 
tirement during the investor’s later years; and (2) their usefulness, 
through a similar retirement schedule, during periods of temporary 
low income, at which time the quality of absolute recovery of 
principal is especially valuable. 

Professor Burrell gives us a good analysis of the factors explain- 
ing the high redemption rate of savings bonds in contrast to the 
growth of other savings media. I should like to suggest three pos- 
sible additional influences: (1) a large portion of low-denomination 
E’s was bought through payroll deduction plans on a semiforced 
savings basis. Such funds were the first to be saved and the first 
to be spent, without regard for the sacrifice in yield that was in- 
volved; (2) in a large number of cases the buyers of savings bonds 
were different from those who invested in deposit-type balances or 
who bought insurance containing a substantial investment element; 
(3) the growth of some types of savings balances, notably savings 
and loan accounts, can be attributed to aggressive merchandising 
rather than to superiority in real investment quality, at least as 
compared with savings bonds. 

I agree with Professor Burrell that in the future savings bond 
drives more emphasis should be placed on their investment merits. 
However, once a savings bond is issued its yield is fixed for a ten- 
to twelve-year period and hence it will be vulnerable to any shift 
in market rates available on other media. It will be necessary to 
establish a considerable yield margin at the outset if the relative 
yield advantage is to be maintained. Already rates on certain de- 
posit-type media equal or exceed the rates on savings bonds and it 
is likely that the yield appeal of the savings bond will continue 
to diminish in the next few years. 








TREASURY FINANCIAL POLICY FROM THE 
INSTITUTIONAL POINT OF VIEW 


GrorcE T. CONKLIN, JR. 
The Guardian Life Insurance Company of America 


The primary interest of institutional investors in Treasury finan- 
cial policy is from the broad standpoint of the national interest. 
This is true not because of any particular patriotic motives of such 
investors but because of the overwhelming importance to them of 
sound monetary and fiscal policy. 

Any discussion of Treasury financial policy should deal first 
with the past, for the present hodgepodge debt and interest rate 
structure is the result of the new economic concepts of the national 
administration over the past two decades, and the exigencies of 
financing an all-out war. 


Economic CoNcEPTS BEHIND PAst TREASURY FINANCIAL PoLicy 


The new concepts in economic thought were primarily defeatist 
in character and were ushered in amid the depressed conditions 
of 1932. They may be briefly outlined as follows: 

1. The concept of a mature economy.—It was reasoned, on the 
basis of premises since refuted, that our country was approaching 
its economic frontier, with a stabilized population, and with op- 
portunities for future growth distinctly limited. 

2. The concept of oversavings——Following from the mature 
economy concept, it was concluded that our economy could no 
longer generate sufficient investment opportunities to absorb the 
savings developed in our economy at full employment. Savings, 
therefore, instead of being the key of progress, were considered 
to be a causal factor in underemployment equilibrium. The avowed 
policy of the administration, therefore, was in the direction of re- 
ducing savings to the expected low investment opportunities. 

3. The great need for low-interest rates —This followed logically 
from the foregoing concepts, i.e., a low-interest rate policy would 
tend to counter the assumed lower marginal efficiency of capital 
and would act likewise in the direction of discouraging savings. 
This concept of the desirability gradually became a fixation of 
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administration policy and reached its extreme in the pronounce- 
ment of the Council of Economic Advisers declaring low-interest 
rates desirable under all conditions, and in the pegging of govern- 
ments in the face of inflation. 

4. The lack of faith in the free market mechanism governed by 
individual choice.—This and the increased reliance, therefore, upon 
government action and controls initially took the form of the NRA, 
destruction of crops, production limitations, pump priming, etc. 
Its most recent evidence with reference to financial policy was the 
great fear of the administration concerning the effect upon markets 
of the abandonment of the pegging of government securities. 


THE FINANCING OF WorLD War II 


The financing of World War II represented the combined in- 
fluence of the exigencies of an all-out war effort, and the foregoing 
outlined economic philosophy. Primarily the greatest criticism of the 
war financing was the lack of sufficient realism in taxation policy 
and the excessive reliance upon monetary inflation through the 
bank financing of deficits. The effects of this monetary inflation were 
suppressed during the war by a myriad of controls, but burst forth 
with their removal in the postwar period. 

A second severe criticism of World War II financing is justified 
because of the adoption of a straitjacket pattern for war financing 
consisting of a market schedule of interest rates ranging from 3% 
for bills to 2.5 per cent for long bonds. This schedule was derived 
in a period of capital stagnation and unemployment, and was never- 
theless rigidly applied to a period characterized by just the oppo- 
site economic conditions, i.e., a period of tremendous capital de- 
mand—hyper-employment—and savings scarcity. It was, moreover, 
supported without limit by the resources of the government with the 
result that the long-term 2.5 per cent bonds came to be looked upon 
as cash. 

Finally, the financing of World War II may be justly criticized 
for its excessive reliance upon extremely short-term debt and upon 
demand obligations. 

Vigorous though our criticism may be of the financing of World 
War II, it must be recognized that in some ways it was better 
financed than previous wars, although this is very faint praise, and 
that a great deal of the fault lay in the nature of the beast itself. 
It is with reference to the postwar period that Treasury financial 
policy may be most severely criticized. 
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Post-Wor_Lp War II FINANCING 


At the end of the war the administration once again reflected its 
lack of faith in the market system in its expectation of a sharp de- 
flation and large scale unemployment with the reduction of war 
spending. Consequently, inflationary policies were adopted all the 
way from soldiers’ bonuses, exceptionally easy credit terms for 
residential housing, encouragement of large wage increases “‘to 
shove up purchasing power,” and the maintenance of an easy 
money policy and artificially low interest rates. 

When it became obvious to all that the underlying situation was 
strongly inflationary, rather than deflationary, the administration 
nevertheless persisted in following an inflationary financial policy. 
This was done because low interest rates had become something 
sacrosanct, to be maintained at all costs, even at the cost of in- 
flation. The Federal Reserve well understood the problem and 
within the administration opposed the Treasury policies; yet they 
lacked sufficient courage to force the hand of the Treasury until 
very late in the game. 

The Treasury reasoning in favor of artificially supported low 
interest rates was specious in character. The standard Treasury 
arguments were: (1) Low interest rates were needed to keep down 
interest costs on the huge debt. This argument needs no discussion; 
it represents a narrow short-sighted view which should never be 
controlling. (2) Small changes in the interest rate would be com- 
pletely ineffective as a means of controlling inflation and large 
changes would cause economic disruption. (3) And finally, that 
a policy of unpegging the government market would lead to chaos 
in the bond market with possible bank insolvencies, etc., and would 
lead to large cashing of savings bonds. 

These latter two arguments attracted many adherents outside 
Treasury circles, yet they were equally specious. There is not time 
here to refute these arguments in detail, but the placing of the 
emphasis upon the direct causal effect of a small change in interest 
rates upon inflation was to beg the entire question of controlling 
inflation, and to confuse cause with result. The all important and 
crucial factor in checking inflation was the limitation of the avail- 
ability of credit, without reference to interest rate. This limitation 
of credit would then through the forces of demand and supply in 
the market cause a change in interest rates which would be a re- 
sultant factor, not a primary factor. The increased interest rates 
which resulted would then act in the direction of curtailing inflation, 
but only as a secondary effect. 
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Obviously, it was impossible to know in advance what the exact 
amount of the increase in interest rates would be, assuming an 
effective policy to limit credit availability and it was likewise im- 
possible to measure precisely in advance the market effects of un- 
pegging government bonds. Yet the administration, in line with 
its previous thinking, had little or no faith in market forces in 
making such an adjustment. 

The actual results of the unpegging of governments in the spring 
of 1951 were a great surprise to most people and, more than any- 
thing, in recent years have tended to bolster faith in free market 
forces. The actual adjustment was remarkably smooth, yet it 
caused an immediate reduction in the availability of credit and 
represented the sole basic monetary step taken against inflation in 
the postwar period. 

As a result of the policies of the Treasury in the postwar period 
the shortcomings of the war period were accentuated. The weak- 
nesses of Treasury financial policy during this period may be briefly 
summarized as follows: 

1. First and foremost, the Treasury insisted upon the main- 
tenance of artificially low interest rates through a pegging policy 
which completely stultified any monetary and credit measures to 
control inflation. 

2. Following this fetish of low-interest cost on the federal debt, 
the Treasury financed far too much on very short-term obligations 
and, consequently, accumulated an overwhelming short-term float- 
ing debt. 

During the period of strong and persistent inflationary forces, 
a sound financial policy clearly called for a substantial funding of 
the short-term debt. Yet the Treasury pursued quite the contrary 
policy and materially shortened the average maturity of the debt 
from the war debt peak in February, 1946, to the present, as shown 
in Table 1. 

In addition to the foregoing, the savings bonds of approximately 
$57 billion are payable on demand and the Investment Series B of 
some $13 billion is convertible into a five-year obligation. In total, 
approximately 80 per cent of the total federal debt, both market- 
able and non-marketable, is payable on demand or due within five 
years. 

3. The Treasury steadfastly refused to offer a security com- 
petitively designed to attract non-bank savings. This was not done 
either for the individual or for the institutional investor. 

There is, consequently, no “real” long-term Treasury market at 
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present, and the Treasury in future longer offerings will be handi- 
capped by this lack of a developed market in the long end. 

4. The Treasury made little or no attempt until recently to adapt 
its issues to the market, but quite the contrary decided on the 
offering and then forced a rigging of the market to absorb its issues. 

So much then for the past and its mistakes. What should future 
policy be? From the viewpoint of the institutional investor, the 
following government financial policy would appear desirable: 

1. That interest rates, including specifically interest rates on 
government bonds, be allowed to reflect the forces of supply and 
demand in the market, rather than artificial forces such as “peg- 
ging,” “insulation,” etc. Obviously, however, general credit policies 


TABLE 1 


MAaTuRITy DISTRIBUTION OF THE MARKETABLE DestT* 
(Billions) 
1 Year 
or Less 1-5 Years 5-10 Years 10-15 Years 15-20 Years Over 20 Years 
amt. percent amt. percent amt. percent amt. percent amt. percent amt. per cent 
2/46. $70.3 35.2 $35.4 17.7 $33.0 16.5 $17.4 8.7 $17.8 8.9 $25.8 12.7 
8/52 70.4 48.9 29.4 20.5 17.6 12.2 20.0 13.9 6.6 4.6 0 0 


* Computed to earliest call or maturity 


of the Federal Reserve would have an influence upon interest rates, 
but these would be worked out in the market place. 

2. That the Federal Reserve should be independent of the Treas- 
ury and be guided in its policies solely by fundamental considera- 
tions of monetary, and business stability, and not by a need to 
insure the success of Treasury offerings. 

3. That the Federal Reserve use broad impersonal monetary 
and credit controls (open-market operations, rediscount rate, re- 
serve requirements) rather than direct controls (Regulation X, 
W, etc.). 

4. That the present top-heavy debt structure of the government 
be corrected through a well-conceived policy of funding the debt. 
This would involve a balanced maturity distribution of debt. Action 
should be taken along this line in the near future with a long- 
range goal in view, but should not be precipitous. 

5. That new issues should be adapted to the needs of the market 
and should be announced in advance before terms are finally de- 
termined. 

6. That new issues of bonds should be fully marketable, and not 
restricted as to bank purchase. 

All of these factors are of basic importance to institutional in- 
vestors. Because of time limitations, however, my discussion will 
be limited to the last three. 
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Dest FUNDING 


There is widespread acceptance of the need to straighten out the 
maturity distribution of the public debt. A heavy floating debt 
entails serious disadvantages. The bulk of the debt must be rolled 
over frequently, a process which keeps the monetary authorities 
constantly at the mercy of the market without a breathing spell. 
This very fact exerts a continuous pressure on the Federal Reserve 
to facilitate new offerings and complicates the taking of constructive 
debt management action. The large bank holdings of short-term 
government debt likewise makes the exercise of general credit con- 
trol by the Federal Reserve more difficult due to the banks’ ability 
to secure necessary reserves through a run-off of their short-term 
maturities. Finally, such short-term debt represents a potentially 
highly volatile debt which can be activated into cash and become 
an explosive inflationary element. 

Nevertheless, the funding of the debt is not sacrosanct in itself, 
and something to be achieved at any cost. It should be viewed in 
the light of the surrounding economic circumstances and its pos- 
sible effect upon them. Thus if the funding of the debt is definitely 
deflationary, there is serious question as to whether it should be 
pursued vigorously in a period of deflation. There could be no 
quarrel with such a policy while inflationary forces were strong, 
but at present the question is more debatable and deserves careful 
consideration. 

The argument that the funding of the debt is deflationary stems 
primarily from the ownership structure of the federal debt. The 
banks are the heavy institutional holders of short-term debt. Ap- 
proximately 50 per cent of commercial bank government holdings 
are due or callable within one year, and 85 per cent within five 
years, with only about 5 per cent due in more than ten years. On 
the other hand, non-bank investors are primarily interested in 
long-term bonds. Life insurance companies, for example, have a 
negligible proportion of their assets in short-term securities. 

Consequently, it is argued, if maturing bonds are paid off and 
new long-term bonds offered, the long bonds will be more attractive 
to non-bank investors and less attractive to banks and will lead 
to a shift in ownership of Governments from banks to non-banks. 
This in turn will lead to a decrease in bank deposits, especially if 
bank loans are contracting, and will be a deflationary influence. 

The problem is further complicated if we assume that the new 
administration will achieve a budgetary surplus. In this event at 
the present time, there would be a cash surplus of some $4 billion, 








232 The Journal of Finance 


and maturing debt, substantially held by the banks, would be paid 
off, thus further substantially reducing bank deposits. 

Furthermore, it is argued, the offering of large amounts of long- 
term securities would raise interest rates in the long-term market 
substantially which would tend to check capital expansion and 
hence contribute to deflation. 

There can be no question but that if a debt-funding program 
resulted in a large-scale shift in ownership of Governments from 
banks to non-bank investors, it would have serious deflationary 
effects, especially if accompanied by a substantial increase in in- 
terest rates. In a period of inflation such as we have experienced 
since 1941, these deflationary effects would be salutary, but in a 
period of precarious balance or deflation such as the future may be, 
they would be undesirable. 

A debt-funding program, however, need not be as deflationary 
in effect as the foregoing argument contends. In the first place, the 
average maturity of the bond portfolio of commercial banks has 
been shortened materially in recent years. Consequently, even 
under present conditions of strong loan demand, a medium-term 
issue would find a relatively good bank reception. Thus a con- 
siderable amount of the “funding issues,” especially those of medium 
term, could be absorbed by the banks. To the extent that the banks 
had their short terms paid off and reinvested in the funding issues, 
obviously there would be no decline in bank deposits. Furthermore, 
in the event of a deflation, bank loans would be declining and with 
them bank earnings, so that there would be even greater incentive 
to extend maturities. 

In addition, a long-term bond bought solely by non-banks would 
not result in a corresponding decline in bank deposits. The maturing 
debt is by no means wholly owned by the banks. Corporations in 
particular are large holders. A substantial funding program would 
tend to depress short-term interest rates and marginal corporate 
and other non-bank holders of short-term Governments might 
choose to hold cash or longer-term Governments. Further, the non- 
bank purchasers of a long-term issue may raise cash to purchase 
these bonds by selling shorter term securities to the banks. 

Thus while a substantial debt funding program could be defla- 
tionary, it need not necessarily be so; the exact extent of any de- 
flationary influence is debatable but is surely less than has been 
assumed in numerous recent writings on the subject. 

One thing appears certain. There is no reason why a debt-fund- 
ing program cannot be begun shortly after the new administration 
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takes over; at the latest, some step is likely in connection with 
the maturity of the Sepember 2’s. The most likely and desirable 
first step would be a medium-term bank issue in the neighborhood 
of ten years—this would certainly be non-deflationary and would 
fulfil an expected bank need. The issuance of a long-term issue de- 
signed to appeal to non-bank investors is less likely but nevertheless 
a definite possibility. Such an issue in the present market would 
require a yield in the neighborhood of 3% per cent. The maturity 
of the issue would be definitely secondary to the yield; such a bond 
could well carry a thirty- or forty-year maturity. 

It is to be recognized in this connection that many institutional 
investors, such as life insurance companies, for example, prefer to 
invest in obligations of private industry rather than in government 
obligations in order to obtain the higher yield available. Neverthe- 
less, despite this, a competitively priced government issue which 
could be taken down over a period would receive definite institu- 
tional acceptance. Last spring in a meeting between Treasury and 
life insurance officials, the latter estimated that a long-term Treas- 
ury issue at that time might be taken by life insurance companies 
alone in an amount up to as much as $2 billion. Obviously, under 
deflationary conditions with alternative private outlets diminished, 
a long-term government issue would be even more attractive to 
long-term investors. Under such conditions, however, it would be 
less desirable from an economic standpoint. 

In this funding program it would appear desirable to approach 
the market with caution—to feel out its acceptance of new issues. 
It would also appear desirable to let the market know in advance 
of the general intention of the Treasury, as for example in the case 
of the 23% financing last year. Thus it is unlikely that any huge 
refunding offerings will be made. Issues will in all probability be 
modest in size, especially in the case of any long-term offering, 
with possibly an open end offering. 

With reference to more technical considerations, it would seem 
both unnecessary and undesirable to have any refunding issues of 
a non-marketable nature, or bank-restricted. Such attempts to com- 
partmentalize or to insulate the government bond market are ap- 
plicable only to a situation in which there is no adequate fiscal and 
monetary policy, and hence one in which normal market forces 
have to be thwarted. Thus, for example, the question of “freezing- 
in” the holders of long-term government bond holders through non- 
marketable issues became a lively subject when the pegging policy 
made long-term Governments the equivalent of cash, and thus 
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exempted long-term holders from the discipline of a free market. 
With the abandonment of the pegging policy in March, 1951, mar- 
ket forces took over and the issue of a non-marketable bond 
became academic. Under the new circumstances, a holder of long- 
term Governments could now only convert his bonds into cash 
if he were able in the free market to find a buyer willing to pay 
him a satisfactory price, and in the absence of such a buyer, he 
held his long-term governments. Thus market forces were policing 
long-term Governments. Moreover, so long as an adequate general 
credit program was established, such sales of long-term Govern- 
ments in the free market were definitely not inflationary in nature. 

Thus in a program based upon a sound fiscal and monetary 
policy neither non-marketable nor non-restricted bonds have a 
place. Another suggestion made on several occasions in the past 
has been the issue of a government bond payable in purchasing 
power, rather than fixed dollars. Such a bond has no place in a 
sound debt management program and there is no possibility that it 
will be used. The disadvantages of such a bond were so clearly 
and unanimously brought out during the Patman hearings that the 
purchasing power bond is a dead issue and should remain so. 

In summary, Treasury financing issues should be straight mar- 
ketable issues tailored to meet the needs of the market and priced 
to meet the competitive conditions of the market. The whole pro- 
cedure of debt funding should be approached cautiously, but need 
not be delayed. 

THE NEw ADMINISTRATION 


The new administration which will shortly take office differs 
fundamentally in its economic philosophy from the present ad- 
ministration. It apparently holds fundamental concepts diametrical- 
ly opposed to those outlined above as characterizing the new ad- 
ministration in 1932. Thus it would appear that it has confidence 
in the future of the country, and in its possibilities for great future 
growth; it holds that savings are highly desirable and should be 
encouraged, that interest rate policy and debt management should 
not be governed by the interest cost on the federal debt but by 
more fundamental factors such as monetary and business stability; 
and, finally, it has far greater faith in the free market forces 
in our economy. 

Consequently, it would appear probable that the new adminis- 
tration will adopt fiscal and monetary policies which will find sup- 
port from the institutional investor, and will not differ too much 
from the program outlined above. 
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TREASURY FINANCING FROM THE INSTITUTIONAL 
POINT OF VIEW 
(Discussion) 


HERBERT E. DOUGALL 
Stanford University 


Mr. CONKLIN HAS RAISED a number of highly interesting and 
rather debatable issues in his review of past fiscal policy and in 
his recommendations for the future. In fairness to him, we should 
recognize that his point of view is that of the institutional investor 
naturally concerned with the level of interest rates in the face of 
contractual obligations (policies) that assume a certain compound- 
ed rate for reserve purposes;' and an institutional investor whose 
general practice it is to hold investments to maturity and to be 
relatively unconcerned with the fluctuation of their market values 
as long as they remain inherently sound. 

Mr. Conklin’s criticism of the financing of World War II could 
be the subject of a lengthy discussion. Suffice it to say that his 
viewpoint would be considered somewhat extreme by some, although 
the discussant happens to agree with its general tenor. As for the 
postwar period, this critic finds it highly debatable whether all of 
the monetary and fiscal policies could be classed as deliberately 
inflationary. Such policies included changes in bank reserve re- 
quirements, open-market operations, and the continuation of some 
direct controls. Moreover, it should be remembered that while 
Treasury influence was very strong, the postwar period was one 
of continued capital accumulation that would have been reflected 
in generally low interest rates (at least on long-term bonds) even 
without pegging. The evidence lies in the fact that after “unpeg- 
ging” in March, 1951, yields on long-term Treasuries rose from 
2.3 per cent to 2.7 per cent—a substantial increase but still well 
below the levels that had obtained in previous inflationary periods 
such as the 1920’s. I should agree, however, with Mr. Conklin’s 
position that the argument that low interest rates were necessary 
to keep down the federal interest bill is specious. The chief reason 


1. The rate earned on aggregate mean ledger value of life insurance company assets 
declined from an average of 4.10 per cent in the 1930’s to a low of 2.88 per cent in 
1947, with an increase to 3.18 per cent (before taxes) in 1951 (Institute of Life In- 
surance, Life Insurance Fact Book). 
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for opposition to this argument is, however, that to the extent that 
low rates were inflationary, the increase in the principal amount 
of public debt necessary to finance defense outlays far more than 
offset the modest increase in interest cost that would have resulted 
from “free” interest rates. 

I am not sure of Mr. Conklin’s consistency in insisting on “the 
limitation of the availability of credit, without reference to interest 
rate,” as the “all-important and crucial factor in checking inflation,” 
in the light of his subsequent statement that the unpegging of 
Governments in the spring of 1951 “caused an immediate reduction 
in availability of credit and represented the sole basic monetary 
step against inflation in the postwar period.” And it should also 
be remembered that the unpegging of the short-term rate in 1947 
and the long-term rate in 1951 by no means represented a release 
of government bond prices and yields to purely market forces, 
although it did mean a shift in the source of control. Open-market 
policy of the Federal Reserve has traditionally influenced and still 
influences interest rates, albeit in a less spectacular fashion, and 
will continue to do so. In short, there never has been and probably 
never will be a “free market” for federal funds. 

I find the discussion of the maturity status of government debt 
both penetrating and enlightening. Mr. Conklin provides an excel- 
lent analysis of the implications of a concentration of short govern- 
ment maturities. (In this connection it is interesting to note the 
announcement late in January that a substantial refunding of short- 
term debt was to be attempted.) I agree fully with Mr. Conklin’s 
position that, provided a funding of the federal debt is deemed 
deflationary, such action should be tempered to the times. The 
judicious use of medium maturities might, as Mr. Conklin suggests, 
halt a too precipitous transfer of debt to non-bank hands when 
such a drift was considered overdeflationary. As a matter of fact, 
even long-term bonds would remain interesting to banks if (and 
only if) there were a promise of reasonable stability in long-term 
yields and prices. A wholesale shift to non-bank holders is by no 
means inevitable. 

A greater emphasis on medium- and long-term bonds could be 
accompanied by more aggressive selling of savings-type bonds, so 
that the proportions of bank-held bonds and “demonitized” debt 
could be judiciously altered with the times. 

Mr. Conklin suggests the desirability of very long-term (20-40 
year) Treasury issues. These would undoubtedly be attractive to 
insurance companies, even though they would be subject to rather 
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wide price changes in the kind of a free market that Mr. Conklin 
advocates. But this instability would make them relatively un- 
attractive to banks and to corporate and individual investors. And 
I am sure, judging from Mr. Conklin’s advocacy of a non-com- 
partmentalized bond market, that he would be the last to suggest 
that such bonds be made eligible only for insurance company 
purchase! 

Mr. Conklin has given us much to think about. Some of the poli- 
cies he advocates have already begun to take shape under the new 
administration. However, even a Republican administration will 
not commit itself irrevocably to permanently hard money. 


AT ae 








MAJOR FACTORS AND TRENDS IN THE GOVERNMENT 
BOND MARKET 


Leroy M. PIsEr 
Aubrey G. Lanston and Co., Inc. 


THE YEAR 1952 in the government bond market has been char- 
acterized, first, by moderate fluctuations in prices, with no out- 
standing trend. Some may question whether a range of four points 
in long-term bonds could accurately be characterized as moderate, 
particularly if they were among those who bought at the peak last 
May. When we look over the record of past years, however, a range 
of that magnitude may be considered as quite normal. Second, the 
natural supply and demand forces that influence the market have 
been working toward a closer balance. Third, we have had some 
shifts in the psychology of the market. By this I mean the expecta- 
tions of investors as to future developments. Fourth, the Federal 
Reserve policy of leaving the market largely on its own has re- 
sulted on balance in a more restrictive credit situation. This has 
been particularly true during the second half of the year. Finally, 
against this background the Treasury’s refunding and cash financ- 
ing has had a rather mixed success. 

In this paper I will discuss, first, some of the factors that have 
influenced the market during the past year. I will then give, not a 
precise forecast, but a general indication of how the near future 
looks on the basis of various factors as we can see them today. 
These factors include business conditions and their effect on the 
market through loans and new securities. They also include the 
policies that are followed by the Federal Reserve System and 
by the Treasury. 

The long-term bond market started the year on a low note. The 
money market had been seasonally tight toward the end uf 1951. 
The general expectation had been that the Federal would help the 
money market over this brief but stormy period. The Federal, 
however, waited until at times no market existed and then helped 
out in only a rather limited fashion. Most investors were completely 
surprised by this attitude. Consequently, it came to them as more 
of a shock than would have been the case if it had been anticipated. 
In addition, commercial banks raised the prime rate on loans, and 
there were widespread rumors that the Federal would raise the 
discount rate. 
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As the effects of the year-end storm wore off, the long-term bond 
market rallied for some four months. Pension and retirement funds 
and others were purchasing long-term bonds. Business loans at 
weekly reporting member banks showed a decline. This decline 
was less than seasonal, but the decline itself induced purchases 
of government securities and thereby added to the strength of the 
market. Other seasonal factors also helped to ease the money 


‘market. Although the Federal reduced its holdings of government 


securities, the bill rate declined. Borrowings from the Federal 
fluctuated widely, but kept within the range of prior experience. 
Federal Reserve policy was widely described as neutral. The failure 
of the money market to tighten in March, as had been widely pre- 
dicted, gave the bond market a real boost. The final upward explo- 
sion in the long-term market was set off in late spring by the Treas- 
ury’s ill-considered offer to refund the longest issues of restricted 
bonds into nonmarketable 234’s at a time when there had been 
some expectation of a new marketable offering. This resulted in a 
temporarily high price on the restricted bonds that were included 
in the exchange offering. Market psychology was at a peak. 

The market then declined for some five months, at first slowly 
and then rapidly. The first real shock to the market came early in 
July, when the Federal offset only part of the increase in required 
reserves that resulted from new Treasury cash financing. By the 
end of the month, borowings from the Federal were at a new peak. 

During this period the psychology of the market was undergoing 
a gradual change. Long-term bonds declined from the early May 
peak and then fluctuated within a narrow range. By the end of 
September, however, long-term bonds had dropped to new lows. 
There was considerable discussion of a further increase in the prime 
rate on commercial loans, as these loans showed a seasonal expan- 
sion. Market psychology again was at a low point. At this time the 
market was oversold on the basis of the current and the prospective 
situation, in the sense that investors seemed to be viewing all aspects 
of the market in about the most pessimistic light. 

Since the end of September, seasonal factors have tightened the 
money market. The Federal began to offset these factors, however, 
only after borrowings had risen to a new peak. The big difference 
between this year and last, however, is that this development has 
been pretty much in accord with expectations. Although bill rates 
have risen to a new peak, medium-term bonds have held above 
the September lows. 

Up to this point I have discussed the more important fluctuations 
in the market, the changes in psychology, and the increased re- 
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strictiveness of Federal Reserve policy. Incidentally, the changes in 
psychology have been related at least in part to mistakes in judging 
seasonal trends. The underlying natural forces in the market, how- 
ever, have been working toward a closer balance during the year. 

Fluctuations in residential construction have been largely season- 
al in nature. The creation of new mortgages has been larger than 
it was last year. Despite this fact, the increase in mortgage hold- 
ings by life insurance companies and by mutual savings banks has 
been smaller. A much larger amount has been taken by savings 
and loan associations. Expenditures for new plant and equipment 
have shown a further gain. Corporate bond issues for new capital 
have risen. Life insurance companies have taken a larger amount 
of corporate bonds. 

How does this add up to a better balance in the underlying 
forces? During 1950 and 1951 one of the factors of weakness in 
the long-term market was large sales of government securities by 
life insurance companies and mutual savings banks. During 1951, 
for example, life insurance companies reduced their total holdings 
of government securities by $2.4 billion and mutual savings banks 
by $1.1 billion. Within this total, moreover, they sold a larger 
amount of long-term bonds and used the proceeds to purchase 
short-term securities. This year the decline in holdings by mutual 
savings banks will be negligible, and the decline at life insurance 
companies will be in the neighborhood of $1 billion. Since May, 
moreover, sales by life insurance companies have been confined 
to short-term securities. 

In the case of life insurance companies, this approach toward 
a balance has been made possible by a combination of smaller tak- 
ings of mortgages and an increase in new funds. In the case of 
mutual savings banks, it has been made possible largely by a 
sharper increase in deposits. A third factor has been an increase in 
the amount of new funds placed with savings and loan associations, 
which has permitted them to increase their takings of mortgages. 
In a word, the better balance may be ascribed to a larger amount 
of savings going to financial institutions that deal in long-term 
funds. 

Treasury financing during the year has shown a little more variety 
than was true in other postwar years. Maturing certificates have 
continued to be refunded into new short-term securities, but a 
called bond issue was refunded into 5—7-year bonds, and other 
marketable bonds were refunded into non-marketable bonds. New 
money was raised partly through bills but partly also through 6- 
year bonds. 
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Up to this point we have been looking at the past. The only 
reason for this, of course, is to see if this background can throw 
some light on the future. Perhaps the major influences on the mar- 
ket in the future will be the trend of business, the effect of changes 
in business on the policies followed by the Federal Reserve and 
the Treasury, and the largely unpredictable psychological swings. 
In trying to assay the picture, I won’t try to predict foreign de- 
velopments, but will merely assume that the foreign situation stays 
essentially as it is now. 

If it is possible to reach a consensus of current opinion, perhaps 
it would be that the present high level of business will continue well 
into 1953. Until recently there has seemed to be some expectation 
of a recession, but with the passage of every few months the date 
of the prospective recession has seemed to be pushed along a few 
months. For the purpose of this discussion, therefore, perhaps the 
most reasonable assumption to make is that business will be fairly 
stable over the next few months. This assumption is the most dif- 
ficult to translate into terms of the government security market. If 
I assumed a new upward surge in commodity prices and a new gen- 
eral boom, the analysis might well lead to a lower government 
security market, both from natural forces and from an even more 
restrictive Federal Reserve policy. If I assumed a sharp decline in 
business, both natural forces and an easier Federal Reserve policy 
probably would lead to a strong market. 

What would stable business mean to the market? Stable business 
might result from reasonable stability in the various components of 
business. This probably would mean a continuation of personal 
saving at about the present rate. This could be translated into a 
continuation of approximately the present flow of funds to life 
insurance companies, mutual savings banks, and savings and loan 
associations. Stable business, with reasonable stability in the various 
components of business, would also mean stability in residential 
building and probably also in the net creation of mortgages. The 
demand for new plant and equipment would also be stable. As a 
result new issues of corporate bonds might show no striking change. 
If it continues to look as though the excess profits tax will be re- 
pealed, a strong incentive for borrowing will be eliminated, and 
this factor may reduce the level of new corporate bond issues. On 
balance, however, if the various components of business are reason- 
ably stable, both personal saving and the outlets for saving may 
show no important change. 

On the other hand, stable business might result from lower capi- 
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tal expenditures and higher personal expenditures. The latter 
would be accompanied, however, by lower personal saving, and 
the balance between saving and the outlets for saving might still 
be maintained. The other possibility, of course, is that stable busi- 
ness would result from higher capital expenditures and lower per- 
sonal expenditures. The latter would be accompanied, however, by 
higher personal saving. Again the balance between saving and the 
outlets for saving might still be maintained. In short, if we assume 
reasonably stable business, it seems to me that this must logically 
work itself out in a continuation of about the present balance be- 
tween saving and the outlets for saving. We may find many cross- 
currents in the market, and shifting psychology may result in some- 
what irregular movements. Underneath these movements, however, 
we may find no significant trend in the long-term market. 

Turning now to business loans, we find that the general picture 
this year has been a less-than-seasonal decline during the first half 
of the year and about a seasonal rise, or slightly more, during the 
second half. If business continues to show stability, we might ex- 
pect no major changes in business inventories. This should lead 
to changes in commercial loans of largely a seasonal nature. An- 
other factor of importance is that the great expansion in loans to 
the metal industries, which grew out of the national defense pro- 
gram, seems to be over. A final factor is that repeal of the excess 
profits tax would be an incentive to reduce commercial loans as 
well as to reduce new bond issues. Perhaps the most reasonable 
guess as to the future of commercial loans is that they will show at 
least the usual seasonal decline over the next few months, and a 
purely seasonal decline at reporting member banks alone would 
run to more than $2 billion. This may add at least temporarily to 
the demand for government securities. 

As far as the money market is concerned, we are now approach- 
ing the period of seasonal ease. This may result principally from 
a return flow of perhaps $1 billion in currency and a decline of 
perhaps half a billion dollars in required reserves. Unless some 
unusual factor such as gold exports should assume importance, the 
banking system, therefore, may receive in the neighborhood of 
$1.5 billion of reserve funds. It is here that Federal Reserve policy 
enters the picture. A reasonably correct diagnosis of Federal Re- 
serve policy is fundamental to any study of the future trend of 
money rates. 

At present the money market is very tight, even more so 
that it was a year ago. At the latest statement date, member banks 
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were borrowing $1.4 billion from the Federal Reserve, and their 
excess reserves were about $700 million. As I mentioned before, 
seasonal factors may cause reserve funds to rise by some $1.5 
billion. If the Federal makes no sales, borrowings would decline. 
The money market would ease. 

I have no way of knowing what decision the Federal will make. 
In the early weeks of 1952, the Federal offset part of the gain of 
funds. In the seasonal tightness of recent months, the Federal 
has offset only part of the loss of funds, and some of this has been 
through repurchase agreements, which may be paid off shortly. 
Unless the Federal makes exceptionally large sales, however, the 
money market should be less tight. 

If the outlook is for continued stability of business, my guess 
is that the Federal Reserve will not reverse its present policy of 
keeping a tight rein on the money market. In this event bill rates 
may drop back from the present very high level to a more moderate 
level. 

We turn finally to the problem of Treasury financing. During the 
next few months, the Treasury’s financing decisions may be made 
against a background of somewhat lower rates in the short-term 
market and a fluctuating long-term market with no significant 
trend, if my analysis is reasonably correct. With a change in ad- 
ministration, it is especially difficult to fill in the rest of the back- 
ground. We know that the new administration is committed to re- 
ducing government spending, to reducing taxes, and to bringing 
the budget into balance. Perhaps, however, we should suspend 
judgment on the budget outlook until we see how the new adminis- 
tration tackles the whole situation. 

Over the next few months, the Treasury’s major problem will be 
the refunding of $9 billion of certificates that mature on February 
15. In addition $5 billion of certificates mature on June 1. The 
Treasury has $17 billion of bonds that are callable on June 15, 
but this refunding could be passed. The timing of the next Treasury 
cash financing depends upon the uncertain budget picture. There 
is at least a possibility that the Treasury may need to raise some 
cash during the second quarter of 1953. On the other hand, if de- 
fense expenditures continue to run below the estimates, this may 
be postponed until July. 

Considerable refunding, if not a cash offering, will have to be 
done in a period when payments by corporations in meeting tax 
liabilities will exceed the current accrual of new liabilities. This 
means that corporations may obtain cash by redeeming maturing 
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issues instead of exchanging them for new issues. During 1952 the 
large redemptions of some maturing issues and the large sales to 
the Federal Reserve of others show that this is a continuing prob- 
lem. The only solution to this problem that I know of is for the 
Treasury to offer, in refunding, new issues that are sufficiently at- 
tractive, as to both maturity and rate, to induce present holders to 
exchange or other private investors to buy. Since the maturing 
issues outside of the Federal Reserve are held largely by corpora- 
tions and commercial banks, the new issues probably should be of 
relatively short term. 

Of course, the most constructive thing that could happen would 
be for Congress to balance the cash budget. To be realistic, how- 
ever, it seems almost certain that by mid-year at the latest the 
Treasury will face a deficit on at least a seasonal basis. The crea- 
tion of Treasury debt does not automatically create buyers for 
that debt, and somebody must buy the new securities. Some securi- 
ties will undoubtedly be taken by corporations, but it is hard to 
see how corporations can take all of the increased debt, which means 
that some may need to be sold to commercial banks. As long as the 
Treasury needs to issue new securities for cash and as long as com- 
mercial banks are needed as the residual buyers, the Federal Re- 
serve must purchase sufficient government securities to meet the 
increase in required reserves. With corporations and commercial 
banks the principal buyers of new issues, I would expect that those 
also would need to be of relatively short term. 

Perhaps a sufficient demand for long-term bonds will arise over 
the next few months to permit the Treasury to make a small offering 
for cash. There has been considerable talk recently of the desir- 
ability of the Treasury doing a large refunding from short-term 
to long-term debt. I believe that the Treasury’s decision on this 
matter should depend upon the business outlook. If we have a re- 
surgence of the boom and of new capital formation, I can see a 
strong reason for the Treasury to compete actively for new funds 
by offering long-term bonds. On the other hand, if business is stable, 
it seems to me that the Treasury would be taking an unnecessary 
risk of upsetting the balance if it made a large offering of long- 
term bonds. Any attempt to do a large refunding would be defla- 
tionary and might help to bring on the much heralded and much 
postponed recession. 

To summarize, I have tried to make the following points: 

First, perhaps the best guess on business is for reasonable stabili- 
ty over the next few months. 
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Second, the situation in the long-term bond market indicates 
no significant trend. The market may still be subject, however, 
to changes in psychology. 

Third, bank loans will probably experience a sharp decline dur- 
ing the next few months, and the money market will probably ease 
from its present extreme tightness. 

Fourth, it seems likely that the Treasury, as a practical matter, 
will need to confine its refunding offerings to fairly short-term 
securities. The Treasury might be able to raise a smal! amount 
of cash through the issuance of long-term bonds. Any attempt at a 
wholesale refunding job, however, does not seem practical and 
might help to bring on a recession. 








MAJOR FACTORS IN THE GOVERNMENT BOND MARKET 
(Discussion) 


Rosert C. HOLLAND 
Federal Reserve Bank of Chicago 


IN THESE PAPERS this morning we have had three quite searching 
examinations of various aspects of the environment in which Treas- 
ury financing operates. My remarks have been framed largely in 
consideration of Mr. Piser’s paper, “Major Factors and Trends in 
the Government Bond Market.” 

In his presentation, Mr. Piser sets forth a concise and generally 
unexceptionable review of 1952 developments in the government 
market. Looking ahead, he makes a pointed appraisal of what are 
considered the alternative probabilities for 1953. He describes 
the 1952 bond market as one “with no outstanding trend,” and 
continues with the statement that “the natural forces that in- 
fluence the market have been working toward a closer balance.” 
The fluctuations in bond prices are noted, but viewed as a range 
of “normal” magnitude in the light of the record in past years. 

In the 1952 market, of course, the demand for long-term funds 
has been heavy. A preliminary estimate might put the net increase 
in mortgage debt and long-term debt of corporations and state and 
local governments close to one-fifth greater than in 1951. In addi- 
tion, during 1952, gross sales of government securities for new 
money (excluding savings bonds) totaled some $9 billion, double 
the previous year’s volume. Balancing this rising demand in the 
market has been an increased flow of institutional investable funds. 
For 1953, however, I read Mr. Piser’s paper as implying either 
a zero or negative rate of increase in net new market demands for 
funds. On the supply side, in contrast, an equally sharp drop in 
the rate of increase seems more difficult to support. The contractual 
nature of, and the secularly rising trend in, some major forms of 
liquid saving will cushion any dwindling in the rate at which net 
new funds are supplied. In the process of balancing these flows, 
there appears a reasonable possibility for a gentle change in the 
underlying trend of price movements in the long-term market be- 
tween 1952 and 1953. 

One cannot discuss such tendencies apart from market expecta- 
tions. It can well be argued that trends toward lower bond prices 
in late 1952, and toward higher bond prices in early 1953, have 
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been blurred by investor action this fall discounting an easier 1953 
market. This interpretation is not at odds with Mr. Piser’s review, 
and conforms with the known re-entry into the long market of such 
purchasers as smaller commercial banks. The greater such dis- 
counting action, of course, the less sharp will be the price effects of 
any shift in underlying forces. 

Whatever role anticipations have played in this particular re- 
spect, they have been an important element on many occasions 
during the past year. Mr. Piser’s paper abounds with references to 
market psychology. Indeed, I think one could defend the statement 
that evolutions in the processes of market psychology have been the 
most significant 1952 developments in the government market. 

For the market is still deep in the throes of a basic reorientation 
—one which proceeded in creeping fashion after the war, but has 
been accelerated since the Treasury-Federal Reserve “Accord” in 
1951. The days of supported prices and pinpointed, well-cushioned 
Treasury financings are still a vivid (and for some holders, a nos- 
talgic) memory. In that period, significant price changes originated 
primarily in shifts in Treasury and Federal Reserve policy. These 
shifts, and the intervals between them, often appeared to be inde- 
pendent of developing changes in the general economic climate. 
Market expectations accordingly were conditioned by reliance upon 
the persistence of an official policy; and shifts in expectations were 
keyed to the latest rumors as to what the monetary and fiscal au- 
thorities might do. For market attitudes as well as prices, official 
position was a crutch. 

Such an orientation of opinion is slow to change. On several of 
the occasions Piser mentions, the first response of the market to a 
development was to “reach for the Fed” through test bids or offer- 
ings. Yet in a climate in which Federal Reserve policy was flexible, 
shifting with economic developments, market expectations framed 
solely by the position of the monetary authority as it was evidenced 
at any moment were bound to be unstable. Changes in market at- 
titudes, coming as rapid reactions to any new nuance in Federal 
Reserve operations, of themselves could create sharp ups and downs 
in prices and occasional interruptions in market continuity. 

Thus it seems logical to argue that, if the market is to maximize 
its usefulness as an arena for the conduct of Treasury and Federal 
Reserve operations, this emphasis in its expectations must change. 
In part, this has been and is being achieved. More and more, for 
example, investor attitudes are reflecting expected changes in spe- 
cific private demands for and supplies of long-term funds. At the 
same time, obviously, no investor can ignore prospective Federal 
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Reserve action—the power of the monetary authority is too great to 
be disregarded. But as the new monetary policy continues, chang- 
ing as appropriate in order to wield a contra-cyclical influence in 
the midst of economic development, a broad pattern of Federal Re- 
serve response to business trends is emerging. A perceptive market 
will become able, therefore, by appraising general business trends, 
to form a rough range of ideas concerning forthcoming monetary 
action. In this respect, the available prewar analogies and the in- 
sights provided in the Patman Committee publications may facili- 
tate the reorientation. In any event, a market with a range of ex- 
pectations encompassing the monetary action to be taken is less 
likely to react to that action in a manner which will partially defeat 
the action’s purpose. In a sentence, an important result of continu- 
ing experience with the new monetary policy can be a more stable 
family of market expectations, with the characteristics of market 
resilience which that phrase implies. 

If a stable market psychology is furthered by experience with a 
consistent monetary policy, so also can it be abetted by a developed 
broad pattern of debt management policy. Again, in fostering a 
stable set of expectations there is probably no substitute for an 
experience consistently related to the general trend of business. But 
here there is a rub: what are the relationships between economic 
developments and debt management operations to be? No definitive 
treatise on the “Principles and Practices of Debt Management” in 
the modern environment has been written, either in textbook form 
or in the record of events. Objectives ascribed to debt management 
are often in conflict, as noted in the meetings yesterday and as re- 
marked by a colleague of Mr. Piser before the Patman Committee. 
Hence the market has little guidance, even of the broadest sort, in 
preparing to receive potential innovations in Treasury financing. It 
seems fair to say that not until an ordered and consistent set of 
debt management policies is articulated, and confirmed in experi- 
ence, can this area of governmental influence upon the securities 
market contribute to a stable psychology. 

A summary illustration of the main point of my argument, and 
also of the degree of investor knowledge which I have in mind, is 
contained in the following remark. It was said by a representative 
of a large institutional investor during one recent and rather hectic 
interlude of market price movements: “For us to operate construc- 
tively in the market, we don’t need to know the signals for the next 
play. We don’t even need to know ail the rules of the game. But we 
at least have to know which game we’re playing!” 
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CRITICAL SURVEY OF DIRECT 
FEDERAL REGULATION 


A REVIEW OF FEDERAL MORTGAGE LENDING 
AND INSURING PRACTICES* 


Mites L. CoLEAN 
Independent Consultant 


THE FEDERAL GOVERNMENT has been a significant participant in the 
urban residential mortgage business for a little over twenty years, be- 
ginning with the creation in 1932 of the Home Loan Bank System. Its 
participation in farm mortgage activity goes back even farther, to 
the establishment of the Land Bank System in 1917. From these, 
which now appear to be modest beginnings, the federal structure 
has vastly grown in magnitude and greatly diversified in character. 

The original agencies I have mentioned were orthodox in charac- . 
ter and followed the concept of the Federal Reserve System, though 
on a somewhat restricted basis, since they could lend on collateral 
but could not discount without recourse. The government’s rela- 
tionship was to be of an indirect nature. It would create the struc- 
ture and it would retain certain appointive power. The structure it 
created would not deal directly with the people but only with in- 
stitutions which in turn dealt with the public. (There were minor 
exceptions to this principle but in the beginning they were not im- 
portant. ) 

In one important respect, however, both the Land Bank System 
and Home Loan Bank System differed from the Federal Reserve 
System. The Federal Reserve System never had to rely on govern- 
ment aid. Because, however, of the voluntary nature of the new 
systems and the necessity for creating a structure which the volun- 
teers could be induced to join, the government in both instances 
invested heavily in the stock of the regional banks. As a result of 
this supposedly temporary device, government influence on Land 
Bank and Home Loan Bank policy has been intrusive; and even 

* This paper by Miles Colean and the following two papers by Robert Bartels and 
Paul Howell, with discussions by Robert P. Shay and T. Everett Ashley, were pre- 
sented at a meeting of the American Finance Association in Chicago on December 29, 
1952. The program was planned by Ernst Dauer, Household Finance Corporation, and 


Norman Strunk, United States Savings and Loan League, and was under the chairman- 
ship of Ernst Dauer. 
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after the time at which all federal capital had been returned, the 
systems remained under the direct scrutiny and supervision of ex- 
ecutive agencies of the government. The primary agencies for pro- 
viding reserve credit for mortgage institutions thus never achieved 
the at least quasi-independence of the Federal Reserve System. 

From this beginning, the trend of government intervention was 
toward both more obvious administrative supervision and more di- 
rect dealing with the public. The Federal Farm Mortgage Corpora- 
tion and the Home Owners’ Loan Corporation both leaped into the 
financing vacuum created by the depression to make loans directly 
to distressed mortgagors. The RFC Mortgage Company was created 
with the idea of assisting in reorganizing defaulted loans on com- 
mercial and apartment properties. 

It is to the credit of the government in those years that it stoutly 
resisted pressures from real estate and building interests to put these 
agencies into the business of making new loans. Only in the in- 
stance of the RFC Mortgage Company was this principle not main- 
tained, for it did ultimately make a few loans on new apartment 
properties. It is also true that the RFC itself was authorized to 
make loans on apartment properties owned by limited dividend 
companies, but with insignificant results. As a matter of long-range 
policy, the government still sought to deal indirectly with the pub- 
lic and to avoid infusions of government capital. 

The Federal Housing Administration in 1934 was looked upon 
as a brilliant escape from the pressures for more direct action. In 
this case, the government created a mutual mortgage insurance 
system to which all mortgage lenders had access, the expenses and 
liabilities of which were to be covered by insurance premiums col- 
lected by the lenders from the borrowers. The system was envisaged 
as ultimately belonging to the people participating in it. In order 
to augment the sources of funds for insured mortgages, the original 
legislation contemplated the formation of a new type of institution, 
national mortgage associations, federally chartered, privately fi- 
nanced, and empowered to trade in insured mortgages with private 
lending institutions and to raise funds for this purpose by the issu- 
ance of debentures. 

It was not long, however, before the strictly indirect and imper- 
sonal concept of FHA operations was seriously diluted. The cor- 
porate form first contemplated for FHA was changed to a single 
administrator, thus making the operation more vulnerable to politi- 
cal influence. The assumed policy of awaiting submissions from 
lenders was replaced by one of aggressive direct promotion with the 
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public, accompanied by a nation-wide appraisal organization that 
examined and approved each individual case. More and more the 
lending institution tended to become a passive agent between the 
builder and the FHA, which settled the terms of the deal. 

There were strong influences at work to bring about even more 
drastic changes in policy. On one side the pressure for public hous- 
ing was building up and, as the depression refused to yield to less 
drastic measures, the advocates of direct governmental action be- 
came increasingly vocal. It may be forgotten now, but a sharp 
cleavage existed in the early New Deal between those who thought 
of government intervention mainly as a means of regenerating the 
old economic system and getting it back firmly on its track and 
those who welcomed it as a means for building both a new system 
and a new track. The FHA people were in the first group and their 
running warfare with their public housing counterparts made good 
newspaper copy right up to the time of the forced marriage in the 
wartime National Housing Agency. As late as 1945, the then FHA 
commissioner plainly expressed to a congressional committee his 
reservations at being put permanently in the same administrative 
bed with public housing. 

This internal struggle brought the supporters of FHA into a series 
of compromises. Since public housing presumed to offer a cure for 
social ills and economic depression, FHA must offer one also. Con- 
sequently, the agency began to be looked upon, not primarily as an 
impersonal device for improving the functioning of the market 
mechanism, but as a means of modifying the market to meet cur- 
rent social and political objectives. In other words it undertook to 
compete with the out-and-out welfare agencies in order to reduce 
their encroachment on the market economy. 

The first full-blown public housing act was passed in 1937. In 
the early part of the following year, special FHA insurance provi- 
sions were enacted for houses valued at $6,000 and less, and more 
generous terms were included for mortgages on rental property. At 
the same time, primarily in order to assure a market for these new 
kinds of loans, the government created the Federal National Mort- 
gage Association. (For reasons still not fully determined, no pri- 
vately financed national mortgage association had ever been char- 
tered.) 

The complete arrangement for the social manipulation of the 
mortgage market had now been invented. The FHA could be di- 
rected into any type of mortgage operation that at the moment 
seemed socially desirable or politically expedient, and the FNMA 
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could assure the success of any such undertaking that the market 
did not find acceptable. 

The uses of such an arrangement (although the FHA-FNMA 
set-up was not specifically referred to) were extolled by Adolf Berle 
in testimony before the Temporary National Economic Committee 
in 1940. Berle envisaged a banking system in which the flow of 
funds would be determined not by the market considerations of 
relative risks and competitive yields but by an official judgment of 
the social purpose of the loan, the terms of the loan being adjusted 
accordingly. 

The full potentialities of the FHA-FNMA combination in this 
direction were not immediately recognized. Perhaps this was due to 
the fact that management control of FNMA still rested in a sepa- 
rate agency, the RFC. At any rate, FNMA performed a secondary 
market function in a fairly orthodox manner. It bought FHA 
mortgages when the market was dull, it gave an initial impetus 
to lending on garden-apartment property, it sold its holdings as the 
demand for mortgage investment grew livelier, and it made a hand- 
some profit for the RFC, which had subscribed its stock. Its opera- 
tion was broadly stabilizing rather than selective or discriminatory. 

The old public-private investment controversy flared again, how- 
ever, with the onset of World War II. Moving away from the mu- 
tual mortgage insurance concept toward a loan guaranty concept, a 
new type of FHA insurance was enacted providing for liberal fi- 
nancing of housing for defense workers. The move was successful 
in reducing the amount of building that otherwise would have been 
constructed with government funds; and since, because of war con- 
ditions, the mortgage market was starved for outlets, the eagerness 
of private institutions to take the new kind of insured loans made 
FNMA intervention unnecessary. 

A different set of circumstances, however, came about with the 
great upsurge of social legislation following the end of the war. An 
entirely new system of guaranties for home loans for veterans was 
established in the Veterans Administration. This system was based 
primarily upon concepts of need rather than of market demand and 
made it possible to provide in accordance with the Berle principle, 
that the greater the need the more generous the terms. FHA’s spe- 
cial wartime insurance was continued in order to augmen* the sup- 
ply of veterans’ housing. In 1948, FNMA, after being permitted to 
buy VA as well as FHA loans, again became an important factor in 
the market, and by offering advance commitments operated in ef- 
fect as primary lender. In addition, the Home Loan Banks were 
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successfully urged to adopt a liberal policy on loans to members, 
with the result that an all-time high in outstanding credit was 
reached during the boom period 1948 to 1951. In 1949, the public 
housing program was revived in what at first appeared to be a sub- 
stantial manner, and pressure was organized to expand it into the 
so-called “middle-income” area. Countering this, more special types 
of FHA insurance were provided for equity investment, coopera- 
tives, and military housing. In 1950, to make sure that no deserving 
case should go unfinanced because of the lack of unwillingness of 
private lending facilities, the VA was authorized to make direct 
loans to veterans. 

With the growth of the welfare idea, the trend in the FHA opera- 
tion was steadily toward a particularized view of the market as 
compared with the relatively broad and unified view with which it 
had started. Instead of one general method of doing business, it 
now has a dozen or more distinct methods depending upon the type 
of property or the character of borrower. Instead of approaching 
its task on the basis of measuring risk, it tended more and more to 
make determinations on a measurement of need. 

The whole series of welfare-credit measures was taken in face 
of, and without regard to, the inflationary impact that they pro- 
duced. In fact the only consideration given to the impact was to 
assure its intensification. As each infusion of specialized credit gave 
another upward push to the price curve, guaranty limits were ad- 
vanced, maximum permissive mortgage amounts were raised, and 
FNMA’s facilities were more generously offered, so that the push 
became stronger. The lack of comprehension that the welfare- 
minded housing agencies showed of the basic facts of financial life 
only demonstrated how thoroughly the welfare approach to eco- 
nomic problems had pervaded and perverted official thinking. 

Beginning in 1948, a number of moves were taken that carried 
FNMA farther away from its original purpose and emphasized its 
subservience to welfare policy. First the agency was reconstituted 
as an out-and-out government instrumentality, and all possibility 
of creating privately financed mortgage associations was ended. At 
the same time, the types of loans that FNMA would buy and the 
conditions under which it would buy them were so circumscribed 
as to lose all flexibility in operating policy. Finally a subsequent 
reorganization plan transferred management control of FNMA from 
the RFC to the Housing and Home Finance Agency. In 1950 a mild 
revolt in Congress against the inflationary excesses of the times tem- 
porarily ended FNMA’s power to make advance commitments; but 
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a long distance still remained between the FNMA of 1950 and that 
of 1940. 

The net result of these changes was to bring about a close ap- 
proximation of the credit set-up that Berle had visualized. HHFA 
could determine the social need; FHA, which was under its domina- 
tion, could direct its insurance activities accordingly; and FNMA, 
now also under its domination, could assure that the policies were 
carried out. How well this arrangement could work was revealed 
during the tight money situation that prevailed after the change in 
the Federal Reserve’s bond support policy early in 1951. 

The original FHA attitude toward interest rates was at least as 
orthodox as Adam Smith’s. They were intended to be set at the 
market and restricted only so as to protect the uninformed from 
extortion. As the general structure of interest rates declined during 
the 1930’s and early 1940’s, the FHA maximum rate was revised 
accordingly. In 1944, when the VA loan guaranty system was 
launched, the interest rate was also set at the market. A mistake 
was made in not allowing some leeway for upward adjustments, but 
this was later rectified by congressional action. 

As the general structure of interest rates rose after March, 1951, 
it was plain, despite official protestations to the contrary, that a 
market view of interest rates no longer prevailed. The 4 per cent 
rate had become a vested right of veterans against which economic 
forces could not be allowed to prevail. A 4% per cent rate for 
FHA’s new system of insurance for defense housing must be pre- 
served because a higher rate would undesirably increase housing 
costs. Consequently, against a trend of nearly two years’ duration, 
the FHA and VA maintained their subjectively determined rates; 
and the facilities of FNMA were invoked to make their determina- 
tion tenable. In order to make FNMA fully effective in this respect, 
the power to make advance commitments was restored for FHA 
and VA mortgages in defense areas. 

Another example of the effort to gain a detailed influence over 
the flow of mortgage money was the system of direct controls on 
real estate credit which was in force during part of this year and 
last. Under these controls, reliance was not placed in the forces 
of the market or the broad influences that may be exercised on 
the market by the central banking system. Instead we have an 
official distinction between loans that are inflationary and those 
that are not and those that serve a useful purpose and those that 
do not. 

What contribution the direct control made to the reduction of 
new housing starts from nearly 1,500,000 in 1950 to just a little 
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over 1,000,000 in 1951 we shall probably never be able to tell 
because of the concurrent effect of the change made in the bond 
support policy. There is some evidence, however, that the direct 
controls did influence the characteristics of the houses that were 
built, in that the great bulk of the houses built in the controlled 
period were in the price classes where the controls were less re- 
strictive. Whether or not this result gave the maximum support 
to the anti-inflation program is at least open to question. 

The end of this long, somewhat confused history is that we have 
created a social credit system for mortgage finance. The power 
to decide who shall receive credit, how much credit shall be ex- 
tended, what types of houses shall be financed, and in what loca- 
tions the financing shall take place, all now reside in official hands. 
In this system, governmental policy and administrative decision 
replace individual decisions in the market place. The only thing 
preventing the new system from becoming dominant is the con- 
gressional restriction on the scope of its operation. But the mecha- 
nism for dominance is present, awaiting only the desire for it to be 
exercised. 

We are now at a crucial point in this development. An occasion 
exists for a critical review of policies and institutions. In face of 
this occasion, a number of questions should be asked. Can a system 
of private mortgage credit operate satisfactorily alongside a system 
of social welfare mortgage credit? Or will not a governmentally 
dominated system ultimately drive private funds into other areas? 
Can the mortgage credit requirements of the country be met with- 
out the particularized methods that the government has set up? 

My own views in this matter are clear. I am convinced that the 
particularized welfare principles cannot be mixed with market 
principles; and I believe that the long-continued attempt to mix 
them can only end in the vitiating or destruction of the market 
system. I firmly believe that in the long run the impersonal opera- 
tion of the market system—if allowed to operate freely—will meet 
mortgage credit requirements more broadly and fully than an 
officially administered system. 

In considering the maintenance of a market system, however, it 
is not necessary to abandon the contributions to an ample and 
stabilized flow of mortgage funds that can be made by a system 
of mortgage insurance and by a true secondary market facility. 
If these contributions are to be preserved, however, without con- 
tinuing the risks inherent in our present arrangements, some drastic 
revamping of these arrangements must be made. 

A separation of welfare functions and credit functions in the 
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housing field should be undertaken. Moreover, the control over 
the mortgage insurance function should not rest in the same hands 
as the control over the secondary market function, since the latter 
should always provide a check on the former. The substitution of 
a corporate form for the present administrative form of the insur- 
ance function would probably reduce the political pressure to which 
it is subject, while the injection of private capital and at least quasi- 
private management into the secondary market function would con- 
tribute to the same end. The insurance should be greatly simplified, 
and a form of portfolio insurance rather than individual mortgage 
insurance might be considered. Finally some relationship should 
be established between the insurance and secondary market func- 
tions on the one hand and the central monetary authority on the 
other. 

These are general principles. The working out of the details and 
the appropriate methods of handling these functions within the 
administrative structure of government r. |. iire study. It would 
be well to institute such a study at once, before some new crisis 
confronts us. 


iver 
nds 
tter 
| of 
sur- 
‘ich 
asi- 
on- 
ied, 
age 
uld 
nc- 
the 


ind 
the 
uld 
isis 


A REVIEW OF FEDERAL MORTGAGE LENDING 
AND INSURING PRACTICES 
(Discussion) 


T. Everett ASHLEY 
Housing and Home Finance Agency 


My COMMENTS ON Miles Colean’s paper are not made as a repre- 
sentative of the Housing and Home Finance Agency. Rather, they 
are made as a private citizen with over twenty years of experience 
on one or another phase of the housing business. 

I should like to say at the outset that I subscribe wholeheartedly 
to Mr. Colean’s conclusion that the time is at hand to review the 
appropriate methods of handling government mortgage insurance 
policies and the framework within which it operates. Our present 
practices have evolved piecemeal over a period of some eighteen 
years, during better than half of which we were either at war or in 
a state of so-called defense emergency. Under the circumstances, it 
would be little short of a miracle if there were not some aspects 
of the present practices which needed to be recast in the light of 
current conditions. A thorough re-examination of their interrelation- 
ship is therefore certainly in order. I strongly urge, however, that 
this re-examination be done objectively with no preconception as 
to what the answers should be. This calls of course for the avoid- 
ance by those who seek to re-evaluate the present programs of 
personal bias. It calls for the shelving of such head-line-catching 
but none the less prejudicial phrases as “social welfare credit 
policy” which Mr. Colean has used to identify and at the same 
time indict the FHA’s current insuring practice. 

By the way he uses the phrase “welfare credit,” Colean seeks to 
suggest to the casual reader that FHA’s operations somehow fall 
in the same general category as those of the Local Department of 
Welfare, handing out doles to the needy. Actually, as Mr. Colean 
well knows, if there is any remote similarity between the FHA 
program and that of the welfare agencies it has been in the way in 
which Title VI worked to the welfare of builders who were acute 
enough to see its real potentialities. 

In expressing his misgivings of the present insurance practices of 
the FHA, Mr. Colean erroneously concludes that the present policies 
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of which he is critical stem from the forced union of the Federal 
Housing Administration and the Public Housing Administration 
under the National Housing Agency in 1942. I should like to take 
a contrary view of the situation. I believe I can do it without the 
accusation of being a bureaucrat out to save his job, for back in 
1940 when I was still working in Wall Street, and becoming a 
Washington bureaucrat was farthest from my mind, I wrote an 
article on government activities in housing in which I deplored the 
lack of co-ordination and strongly urged the establishment of an 
over-all housing agency with policy-making authority. With the 
lack of co-ordination which prevailed prior to 1942 it is a small 
wonder that the policies and practices of various agencies in the 
field sometimes left something to be desired. To break up the 
housing agency again into its constituents would in my considered 
judgment be a major blunder and a definite step backward. The 
need is for greater rather than less co-ordination and integration 
in this field. 

In the limited time that is left I would like to touch on a few 
specific points in Mr. Colean’s paper. Contrary to his contention, 
the FHA mortgage insurance system still belongs to the people 
participating in it, in the sense that dividends are paid to par- 
ticipants in proportion to their premiums out of the excess accrued 
to the mutual insurance funds after all expenses and losses have 
been paid. It was certainly never envisioned that the system would 
be administered by the participants. In 1948, Congress did revoke 
the authority for private national mortgage associations to be 
chartered under the National Housing Act of 1934. However, the 
fact that the privately financed national mortgage associations 
which were authorized were not formed during the fourteen years 
in which such associations could have been formed certainly demon- 
strated a lack of interested private capital. 

Colean looks upon “the aggressive direct promotion with the 
public” of the FHA program in its early days as though it were 
something sinful in the light of present conditions. However, the 
tenor of the time, 1934-35, was such that any stimulus to housing 
construction was welcomed. As confidence in the FHA system was 
built up, it helped revive mortgage lending and home building. The 
nation-wide appraisal system for each individual case under FHA 
insurance programs was certainly a responsibility which could not 
be escaped in a mutual mortgage insurance operation if the rights of 
participants were to be protected, so that the premiums of the 
high-quality risk borowers were not to be used to pay unduly heavy 
losses of borrowers whose credit standing would not qualify them 
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for a loan. Finally, the lenders did not become passive agents, and 
they still had to make the decision as to whether or not to make an 
FHA-insured loan at an interest rate lower than on a conventional 
loan. 

At another point Colean views with grave concern the tendency 
for FHA to permit liberal terms to the builders and buyers of low- 
priced homes, regarding this as being a political expediency with 
the avowed purpose of helping to recast the economy along New 
Deal lines. If there were such objectives in mind, Mr. Colean would 
be better able to judge them than I, for during the early years of 
the FHA he was one of its assistant administrators while I was 
merely viewing the activity from the remote recesses of Wall Street. 
I am inclined to believe, however, that one important motivation be- 
hind offering more advantageous terms to builders and buyers of 
lower-priced houses was to provide a means of bringing into the 
mutual mortgage insurance system a large number of underlying 
property securities for FHA-insured loans which have a mass mar- 
ket and therefore lend greater assurance against losses. The real 
estate debacle of the early thirties had demonstrated that the larger, 
more expensive houses depreciated most rapidly in value and caused 
losses to mortgages as well as home owners. Therefore, if the FHA 
mutual mortgage insurance system was to develop on a sound basis, 
the bulk of the participant properties had to be within the reach 
of a large segment of the income population, rather than limited 
to a small segment of the population. 

Another point on which I would like to comment is Colean’s 
objection to the use of the individual case insurance system as op- 
posed to the portfolio system. I think it is significant to note that 
under the VA loan guaranty program lenders had the option of 
choosing either a portfolio insurance basis or an individual loan 
guaranty basis, and all but a handful of the thousands of lenders 
participating in the home loan guaranty program chose the in- 
dividual loan guaranty basis. There are many technical problems 
to a portfolio insurance basis, including the differentiation and 
allocation of risk among various portfolios. There are, and undoubt- 
edly should be, working relationships established between mortgage 
insurance and secondary mortgage market functions on the one 
hand, and the central monetary authority on the other. Thus far 
these relationships have been very cordial and co-operative work- 
ing relationships but primarily at the staff level and on an informal 
basis, except for a formal working relationship which existed for 
credit controls. 

And finally, I would like to emphasize the fact that under existing 
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federal mortgage lending and insuring practices the federal govern- 
ment does not dictate who shall receive credit, how much credit 
shall be extended, what types of houses shall be financed, and in 
what locations the financing shall take place. The FHA mortgage 
insurance and VA loan guaranty systems have always been and 
remain voluntary participation programs. The lenders participate 
in such programs only when they decide that the advantages of the 
FHA insurance or VA guaranty are worth having in return for the 
conditions to be met under such loans. The lenders also still decide 
whether the individual borrower is worthy of receiving the loan 
before the loan is even submitted to FHA or VA for approval. That 
a government-insured and a conventional private mortgage system 
can operate side by side is demonstrated by the fact that after 
eighteen years of such concurrent activities, conventional loans 
still account for a majority of the home financing of the United 
States. 
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JUSTIFICATION FOR DIRECT REGULATION OF 
CONSUMER CREDIT REAPPRAISED 


ROBERT BARTELS 
The Ohio State University 


ONE MIGHT THINK because Regulation W had expired that it is a 
dead issue and that further consideration of it is academic. That 
is not the case. When advocacy of consumer credit regulation is 
expressed by a presidential candidate, as it was by Governor Steven- 
son, and when many economists and bankers indorse this form of 
selective credit control, as was indicated in replies to a Congres- 
sional Subcommittee on General Credit Control and Debt Manage- 
ment, this is ample evidence that while the regulation itself may 
have expired the thinking which would reinstate it is but dormant. 

A discussion of direct regulation of consumer credit today, how- 
ever, need not be the same as it was ten years ago. Then it seemed 
plausible that restrictions upon credit buying by consumers would 
lessen demand, check price rises, and even counteract cyclical 
tendencies. Having meanwhile seen that those ends were not ac- 
complished by it, and having learned more about such credit than 
was previously known, we are in a position today to appraise regu- 
latory theories in the light of experience and facts. 

Behind the reasoning that through consumer credit regulation 
inflation could be curbed and scarce materials diverted to wartime 
uses were certain basic assumptions: 

1. That a consumer’s normal purchasing power is increased by 
his use of credit. 

2. That consumers will use all the credit they can get. 

3. That general economic activity rises and falls in response to 
consumer credit buying. 

4. That an increase in consumers’ use of credit results in an in- 
crease in money (demand deposits) in circulation. 

5. That in the use of credit consumers are impelled by emotional 
rather than rational considerations. 

These assumptions lead to the conclusion that consumer credit 
can be dealt with like commercial credit or like the supply of 
money, and that by general and selective credit controls the economy 
might be expanded or contracted as the need may be. These con- 
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clusions have been interpreted into recommendations that statutory 
authority be retained by the Federal Reserve Board for the ac- 
complishment of planned ends. 

While assumptions have not always been stated in arguments put 
forth for credit regulation, many of them are apparent in the state- 
ments made. The light in which the nature and behavior of con- 
sumer credit are held is apparent in such remarks as the following: 

William McC. Martin, Chairman of the Board of Governors of 
the Federal Reserve System: 


Expansion of consumer credit adds directly to the growth of bank credit and 
by this means to the money supply. A substantial part of the consumer credit 
oustanding is financed either directly or indirectly by bank loans. . . . The ex- 
pansion and contraction of consumer debt . . . is a significant factor in fluctua- 
tions in bank credit and the money supply. . . . The generalization to which this 
description leads is that fluctuations in installment credit accentuate cyclical 
swings in consumer expenditure and hence in economic activity. . . . Operating 
as it does at the end of the production-distribution chain, the extenson of credit 
to facilitate consumer buying takes goods off the market, further depleting an 
already shortened supply, and putting additional pressure on the remaining units 
in supply. In this limited sense, consumer credit is more directly inflationary 
than types of credit extended to produce such goods or to build up or maintain 
inventories of raw materials and goods in process.! 


John A. Baker, National Farmers Union: “As a general rule it 
can be said that each dollar of consumer credit expansion has about 
the same inflationary effect that an added dollar of consumer ex- 
penditures would have.’” 

H. S. Ellis, assistant director, Division of Research and Statistics, 
Board of Governors, Federal Reserve System: Selective controls 
“could be tightened to bring about the complete elimination of 
credit buying in both purchasing of securities on margin and in 
consumer buying.’ 

J..M. Clark, economist: “Control of consumer credit should be 
continued because it is selective and can be used either to stimulate 
or restrain. 

“’ . . Control of consumer credit might have permanent value as 
a part of a long-run program of economic stabilization. This pos- 
sibility should be examined in connection with the question of 
mitigating depressions.””* 

1. Consumer Credit Controls, Extracts Reprinted From the Report of the Subcom- 
mittee on General Credit Control and Debt Management of the Joint Committee on the 


Economic Report (reprinted by the Federal Reserve Bank of Cleveland, 1952), pp. 4, 
5, 7. 


2. Ibid., p. 20. —_ 
3. Financing American Prosperity (Twentieth Century Fund, 1945), p. 146. 


4. J. M. Clark, Demobilization of Wartime Economic Controls (York, Pa.: The 
Maple Press Co., 1944), pp. 13-14. 
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Many similar expressions suggest the assumptions which under- 
lie consumer credit regulation. On the other hand, views less definite 
about the controllability of consumer credit have also been ex- 
pressed: 

Sumner H. Slichter, economist, while favoring continuation of 
Regulation W in 1945, said, “it cannot be counted upon to restrict 
substantially the demand for consumer durable goods. People will 
be too well able to buy without borrowing.’ 

Lorie Tarshis, Stanford University: “Even selective credit con- 
trols might do little, and that badly or unfairly, in view of the 
enormous block of liquid assets owned by consumers.’ 

Roland I. Robinson, Northwestern University: “Consumer spend- 
ing is less sensitive to credit restraint because it is more closely 
geared to income flow or available cash balances.” 

Roy L. Reierson, Bankers Trust Co., New York: “The great 
bulk of consumer purchases is not easily controlled by credit poli- 
cies.””® 

V. Lewis Bassie, University of Illinois: “If consumers and busi- 
ness again step up their spending sharply, further inflation will 
occur, whether or not credit expands.” 

Opinions as to whether regulation of consumer credit produces 
price and economic stability reflect the ways in which critics view 
consumer credit itself. Proponents of regulation consider it mainly 
a mass economic phenomenon. In losing sight of the character of 
individual credit transactions, however, they sometimes stray from 
realistic facts. 

The facts about credit are often quite contrary to the assump- 
tions upon which its regulation has been based. A principal fact 
about consumer credit, which may not at first be recognized, is that 
it is not erratic, as it is often thought to be. It is variable, but it is 
not erratic. It is a normal expression of consumer buying habits, 
possessing all of the stability which is associated with fundamental 
mass behavior. Moreover, it is an element of our economy which 
represents not a single decision but millions of decisions concerning 
the wisdom of going into debt and the probability of repaying it. 
Therefore consumer credit is not a superficial phenomenon. 

That consumer credit is a stable, normal part of our economy, 
is found in two types of evidence: (1) in the relation of the use of 
credit to consumers’ usual purchasing habits and (2) in the relation 
of the resulting debt to their means of meeting debts. 


5. Financing American Prosperity, p. 290. 
6. Consumer Credit Controls, p. 38 8. Ibid., p. 33. 
7. Ibid., p. 35. 9. Ibid., p. 21. 
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Relative to the former, consumers’ use of credit is characterized 
by three trends: secular, cyclical, and seasonal. Its secular or long- 
run trend is described by an increase in the dollar volume of sales 
made on credit, from $16.6 billion to $46.9 billion between the 
years 1929 and 1951—an increase of 182 per cent. Charge account 
sales increased 183 per cent, instalment sales, 181 per cent. 
(Table 1.) 

This increase in the volume of credit business has meaning, how- 
ever, only in its relation to other developments of the period. Be- 
tween 1929 and 1951, retail prices, measured by the Consumers’ 
Price Index of the Department of Labor, rose from 122.5 to 185.6 
(1935-39 = 100) (Table 2). Thus a large part of the increased 


TABLE 1 
Retart Sates Mape on CREDIT 
(Billions) 

Type 1929 1951 Percentage increase 
Total , $16.6 $46.9 182% 
Charge accounts 10.3 29.2 183% 
Instalment ..... aye 6.3 17.7 181% 

Source: Retail Credit Survey for 1951, Census of Business on Retail Trade, 1929. 
TABLE 2 
PuysicaL VoLtumMe or Goops Sotp on Crepit aT RETAIL 
Total Credit Consumer Price Adjusted Volume 
Year Sales (bil.) Index of Sales (bil.) 
1929 wi $16.6 122.5 $13.6 
1951 46.9 185.6 25.3 


Source: Federal Reserve Bulletin (October, 1952), p. 1139 


sales on credit was the result of inflation. In other words, while 
credit sales increased 182 per cent, the volume of physical goods 
sold on credit (the deflated value of credit sales) increased but 
86.2 per cent. This is even less than the increase in the volume of 
all goods (deflated values) sold through retail stores, which by 
the same measure increased 105 per cent. 

The increased volume of material goods bought on credit reflects 
in part the fact that more people were buying more goods on credit 
in 1951 than in 1929, population having increased from 122,000,- 
000 to 154,000,000. However, not only were more people buy- 
ing goods on credit, the per capita volume of goods bought on 
credit also increased, from $111.20 to $164.28, an increase of 47 
per cent (Table 3). This is largely a result of changes in our stand- 
ard of living, which today includes as normal purchases such high- 
priced and credit-financed items as television sets, deep freezers, 
power mowers, air-conditioning units, and family second cars. 
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The secular trend in the growth of consumer credit, therefore, is 
the result of three natural developments: (1) inflation, (2) the 
growth of population, and (3) the rise of our standard of living in 
the consumption of new types of durable goods. 

Like the secular, the cyclical trend of consumer credit is also a 
reflection of deep-rooted, fundamental consumption habits. It is 
frequently claimed that cyclical fluctuations are accentuated both 
upward and downwurd because buying in good times is overstimu- 
lated by credit and in poor times is depressed while previously in- 
curred debts are liquidated. The fact is that in non-war years people 


TABLE 3 
Per Capita VoLUME oF Goops BouGHT ON CREDIT 
Volume Sold on Population Per Capita 
Year Credit (bil.) (mil.) Volume 
SOP occ Kian 122 $111.20 
oe 25.3 154 164.28 


make approximately the same percentage of their retail store pur- 
chases on credit—one-third—20 per cent being made on charge ac- 
counts and 12 per cent on instalment contracts. This percentage has 
remained practically unchanged over many years, notwithstanding 
the secular increase in credit business. The stability of consumers’ 
habits in buying the things for which they use credit, rather than 
the supposed greater availability of credit in periods of prosperity, 
determines the amount of credit used. Charge accounts are used, 
for example, when people purchase soft goods, wearing apparel, 
housewares, and furnishings—commodities typically bought in de- 
partment stores. Instalment credit, on the other hand, is used to a 
greater extent when people go into the market to purchase durable 
goods. The increase tendency to buy all types of goods as incomes 
increase is the reason for the more extensive use of all forms of 
credit in periods of prosperity. 

By relating the purchases made on charge accounts and on in- 
stalment to total retail store business for selected years, it is seen, 
however, that the percentage of credit business done in both cate- 
gories is slightly less during depression years than during prosperity. 
There is, contrariwise, a tendency for it to increase somewhat 
above normal during the better than average years. In other words, 
out of every $100 spent by consumers, $19 goes for charge account 
items during depression, $22 during prosperity (Table 4). 

This credit pattern is directly in accord with consumption pat- 
terns identified by the National Resources Committee whose 
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studies*® have shown that as incomes rise a larger percentage is 
used for buying apparel (typical charge account items) and luxuries 
and durable goods (typical of goods purchased on instalment). A 
smaller percentage is spent for those items when incomes decrease. 
Thus the cyclical variations in the use of consumer credit during 
the past two decades is mainly the result of basic expenditure habits 
rather than of vendors’ credit policies. 


TABLE 4 
PERCENTAGE OF RETAIL STORE SALES 
Year On Charge Accounts On Instalment For Durable Goods 
1929 21.3 13.0 19.3 
1932 19.5 10.5 
1933 14.3 
1939 ‘ 22.8 12.5 13.5 
1948 . 20.0 9.0 17.5 
1951 19.0 12.0 17.9 
Source: Censuses of Business on Retail Trade, Retail Credit Survey, and Federal Reserve Bulletins 
TABLE 5 


PERCENTAGE OF DEPARTMENT STORE SALES AND OF CAsH LOANS 
Mape, sy Montus, 1951 


Sales J F M A M J J A S Oo N D ToTat 

Cash 74 64 80 73 80 80 62 73 7.9 88 101 14. 100 

Charge accounts 8.1 6.7 81 74 82 7.5 5.7 70 80 91 104 13.9 100 

Instalments 80 73 81 69 7.1 65 5.7 7.9 8.7 103 10.7 12.9 100 

Cash loans 7.1 78 84 7.7 82 83 80 89 7.9 8.7 9.8 9.3 100 
Source: Federal Reserve Bulletin (February, 1952), pp. 198, 200 


A third pattern in consumers’ use of credit is shown in its seasonal 
fluctuation. This variation is least pertinent to the question of regu- 
lation, but it casts light on the fact that even throughout a year 
there are normal trends which should not be interpreted as the effect 
of credit regulation (Table 5). 

In general, more credit sales and more cash loans are made dur- 
ing November and December than during any other months. Fewest 
such sales are made during February and July, instalment sales 
continuing relative low throughout the late spring months. This 
variation, which is common to both the cash and the credit sales, 
is the result of consumers’ tendency to increase their expenditures 
prior to Christmas. In summer, people usually buy less in depart- 
ment stores because of their expenditures for vacation diversions 
and because of the between-season lull in apparel lines. Thus again, 
the patterns on consumer credit reflect fundamental consumption 
habits. 


10. Consumer Expenditures in the United States (U.S. Government Printing Office, 
1939). 
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To summarize the foregoing points, it may be repeated that in 
its secular, cyclical, or seasonal trends, consumer credit used is 
determined primarily by conditions and habits affecting consump- 
tion in general. It increases with the growth of population, the rise 
of incomes, and the popularization of new types of consumer goods. 
Its relative volume expands and contracts throughout the cycle as 
a result of the postponability of the types of purchases, usually 
made on credit. It has, too, a seasonal range resulting from the 
unevenness of consumer buying throughout the year. 

The habits of consumers in their use of credit is but one type of 
evidence that such credit is a stable rather than an unstable factor 
in the economy. Additional evidence of this fact lies in the condi- 
tions surrounding consumer debt. While consumers’ increased use 


TABLE 6 
ConsuMER Dest OUTSTANDING 

Actual Debt Cons. Price Adjusted Pop. Per Capita 
Year (bil.) Index Debt (bil.) (mil.) Adjusted Debt 
1929 $ 6.3 122.5 $ 5.1 122 $41.80 
1939 7.0 99.4 7.1 131 54.00 
1951 20.6 185.6 11.1 154 72.07 
1952 (est.) 22.0 192.0 11.5 156 73.72 


of credit has been regarded as “inflationary,” their increased debt 
has been viewed as “dangerous.” Reduction of it therefore through 
regulation has been the objective. 

Debt being a function of credit, the two may be expected to have 
similar secular trends. This is the case. Since 1929, consumer debt 
has increased from $6.2 billion to $22 billion, a 267 per cent in- 
crease. Adjusted to exclude inflation, however, this debt rose from 
$5.1 billion to $11.5 bilion, or 126 per cent. Per capita consumer 
debt increased only 76 per cent—from $41.80 to $73.72 (Table 6). 

Debt data alone, however, have too often been cited as conclu- 
sive evidence of a precarious economic state. As in personal 
economy one’s debt is important only in terms of his wealth or in- 
come, so it is in the general economy: the volume of outstanding 
debt has significance only in terms of factors out of which debt 
arises or out of which it is paid. 

Personal debt is the product of personal consumption expendi- 
tures. If credit were a primary stimulant to purchasing, one might 
expect the ratio of debt to expenditures to increase. It has not 
increased, however. Whereas in 1941 consumer debt was 9.6 per 
cent of personal expenditures, in 1951 it was only 9.2 per cent 
(Table 7). 

Moreover, if people were led to spend excessively because of 
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credit, their expenditures would approximate or exceed their incomes. 
Actually, however, personal consumption expenditures amounted 
to 95.5 per cent of disposable personal income in 1929, 89.4 per 
cent in 1941, and 92.4 per cent in 1951. From this it is evident that 
in each of these years, notwithstanding the vast increases in both 
consumer credit and debt, consumers were not living at the limit of 
their income but instead were saving money (Table 8). 


TABLE 7 
Consumer Debt Personal Consumption Ratio 
Year (bil.) Expenditures (bil.) (per cent) 
1941 av $ 8.8 $ 823 10.7 
1951 20.6 208.0 9.0 


Source: Federal Reserve Bulletin (October, 1952), p. 1155. 


TABLE 8 
Personal Consumption Disposable Personal Ratio 
Year Expenditures (bil.) Income (bil.) (per cent) 
1929 sa rer $ 82.5 95.5 
ert oon eine 92.0 89.4 
EY eh Saige ao ... 208.0 225.0 92.4 


Source: Federal Reserve Bulletin (October, 1952), p. 1155. 


TABLE 9 
Consumer Debt Disposable Personal Ratio 
Year (bil.) Income (bil.) (per cent) 
1941 . $ 88 $ 92.0 9.7 
1951 : 20.6 225.0 9.2 


Source: Federal Reserve Bulletin (October, 1952), p. 1155 


Finally, the relationship between consumer debt and personal 
disposable income is also found to be stable. In 1941, consumers’ 
debt was 10.7 per cent of their income remaining after taxes; in 
1951 it was 9.2 per cent (Table 9). 

Looking at the consumer picture in still another way, between 
1941 and 1951, annual personal savings increased 73 per cent, dollar 
consumption expenditures increased 152 per cent, volume of phys- 
ical goods consumed increased 38 per cent, and per capita consump- 
tion of goods increased 31 per cent. Thus while saving almost twice 
as much as in 1941, each person in 1951, after discounting infla- 
tion, was able to maintain his standard of living and have 31 per 
cent more to spend to raise his standard of living even higher. These 
facts lead to the conclusion that retail sales were not increased 
during this period as a result of the use of credit, and consumers 
were not more pressed by their debt at the end of the period than 
they were at the beginning (Table 10). 

Regulation of consumer credit has been based only in part, how- 
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ever, upon assumptions concerning the way in which consumers use 
credit. It has been based also upon certain convictions as to the 
inflationary influence of consumer credit in general. 

It has been presumed that credit represents consumer purchasing 
power over and above money income. Credit is thought to have the 
characteristics of money in circulation. An increase of credit sales 
or debt outstanding is believed to represent an increase in demand 
for available products; this in turn is supposed to result in upward 
pressures to rising prices. It is believed also that in our monetary 
system increases in consumer credit are financed by commercial 
banks, directly or indirectly, and thus by the increase of loans and 
demand deposits from such business the volume of “money” in 
circulation is increased. 


TABLE 10 
1941 1951 Percentage 
(bil.) (bil.) Increase 
Personal savings .............$ 98 $ 17.0 73 
Consumption expenditures . 823 208.0 152 
Consumption expenditures, de- 
NE eee Sila wielepineea 80.0 112.0 38 
Per capita consumption expendi- 
tures, deflated 571.0 747 31 


These assumptions are not entirely in accord with facts. They 
originate in some confusion of the natures of consumer credit and 
mercantile or commercial credit. Business credit is commonly recog- 
nized to be “productive” or “self-liquidating” in the sense that 
it is extended in advance of anticipated business activity. The ful- 
filment of that activity through production and sa.2s provides the 
funds for payment of the debt. Thus such credit is in a sense 
speculative, creative, expansive of the economy without assurance 
of return except as the individual debtor has reliable credit worthi- 
ness. Consumer credit, on the other hand, is not “productive” for 
the debtce= He uses it for consumption, not for production. It is 
not grant! because the means of payment will mature as a result 
of the granting. It is granted because the debtor has a present pat- 
tern of income which warrants the extension of credit. In the dif- 
ferences between these two types of credit lie some of the answers 
to the question of whether consumer credit is inflationary. 

The crux of the issue is this: to what extent does consumer 
credit represent the use of other peoples’ savings and invested funds; 
to what extent does it involve recourse to banks by creditors, where 
“created” funds may be loaned, increasing the circulating money. 

Of the several forms of consumer credit, instalment credit is 
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the most likely to be inflationary. Charge account and service credit 
are essentially bookkeeping transactions of small debt accruing 
during a period while income is also accruing. Such accounts re- 
ceivable are generally financed by creditors through invested funds 
providing for permanent working capital needs. Instalment sales 
and loans, on the other hand, are sometimes financed by others 
than the creditor, through factoring, sale, or assignment of the 
accounts to banks and other bank-financed lending institutions. 

Consumer credit, however, must be viewed in relation to all 
forms of credit when its supposed inflationary influence is considered. 
As is well known, the government and business firms are the prin- 
cipal users of credit in the form of created demand deposits. A 
consolidated statement for banks and the monetary system shows 
that between June, 1939, and January, 1951, the total of demand 
deposits and currency outside banks increased 225 per cent from 
$36.7 billion to $119.3 billion.”* Of this $82.6 billion increase, only 
$20.4 billion was currency in circulation; the remaining $62.2 bil- 
lion consisted of new demand deposits. Of this sum, 55 per cent, or 
$34.4 billion, was borrowed by the government; 45 per cent, or 
$27.8 billion was private borrowing, which in turn is used either 
for business expansion or for consumption. 

Consumer debt increased $13.1 billion during this period to a 
total of $20.1 billion. This $13.1 billion increase in consumer debt, 
which was the concern of credit regulators, may or may not have been 
inflationary. It may have been inflationary to the extent that credi- 
tors borrowed from commercial banks in order to carry the accounts. 
It would not have been so in so far as it was financed out of busi- 
ness or personal savings or out of invested business capital. Yet 
even if all of this increase had been bank-financed, it would have 
amounted to but 21 per cent of the total increase in currency and 
demand deposits. Inasmuch as probably only a small portion of 
this increase was actually bank-financed, this would have accounted 
for a small part of the inflationary increase of money in circulation. 

Numerous other arguments made in support of direct regulation 
of consumer credit are equally questionable. It was claimed that 
by restricting instalment sales on the cyclical upswing, savings 
could be accumulated for purchasing on the downswing. But the 
consumer economy does not function in that way. Instead, cash 
sales, credit sales, debt, and savings all increase or decrease simul- 
taneously—they are the result of productivity and not a function 

11. For a recent analysis of this subject reference is made to Willford I. King, “Small 


Loan Companies Not a Cause of Inflation,” Consumer Finance News (May, 1952), 
pp. 3-5. 
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of each other. It was claimed that curtailment of demand through 
instalment credit regulation would check price rises and divert 
production. Durable goods sales, however, account for only about 
13 per cent of our consumption expenditures, and it has been com- 
mon experience that when consumers have not bought durable goods 
they have spent their money for goods which are less durable. It 
has not been an American characterstic to save money merely be- 
cause of a lack of opportunity to buy durable goods. It has been 
claimed that a depression may be accelerated by the fact that in 
the initial downswing current buying is greatly diminished by the 
requirement to pay instalment obligations out of reduced income. 
This claim is based upon an assumption that we have a static 
economy and it does not take into consideration the changes in 
population, income, and standard of living which have continually 
expanded the sound use of credit. It was claimed finally that Regu- 
lation W was justifiable as one of several selective controls all con- 
tributing to the same end. Perhaps so, but when it is seen what 
little good could have been accomplished by it, its justification is 
still questionable because of the hardship it imposed arbitrarily 
upon certain groups of businesses and consumers. 

In conclusion, it may be said that consumer credit is too funda- 
mental an institution in our society to be manipulated by small 
strings such as Regulation W. Moreover, there does not © »ear to 
be a need to regulate it, for it has remained throughe . xe past 
twenty years a normal part of the consumption process, regulated 
by millions of business men and consumers in such a way that 
they will be able honorably to buy again tomorrow where they 
have received credit today. 








JUSTIFICATION FOR DIRECT REGULATION OF 
CONSUMER CREDIT REAPPRAISED 
(Discussion) 


Rosert F. SHAy 
University of Maine 


PROFESSOR BARTELS HAS CITED four basic assumptions which he 
feels underlie the reasoning of those who have supported publicly 
the regulation of consumer credit. It is the contention of the re- 
marks to follow that three of the assumptions cited are not essen- 
tial to the case for the selective control of consumer credit as seen 
by this observer. The other assumption, which must be accepted, 
is seen as a basic proposition in the study of the economics of 
consumer credit and one which I do not believe Professor Bartels 
intends to refute. Although Professor Bartels’ compelling analysis 
may remove the ground from under many of the regulation’s ad- 
herents, the basic case for restoration of the right to regulate con- 
sumer credit, as I see it, remains unimpaired. Since Professor Bar- 
tels’ method is to illustrate that the facts of consumer credit do 
not verify these assumptions, it seems pertinent to re-examine 
these assumptions in order to see whether or not they are neces- 
sary. 

The first assumption listed was “that a consumer’s normal pur- 
chasing power is increased by his use of credit.” Mathematically, 
I think most of us will agree that I can purchase more, immediately, 
with credit than without credit. Over a longer period of time some 
people say that the consumer has less purchasing power since if 
the consumer saved to purchase goods without credit he would not 
have to pay interest charges thereby retaining greater purchasing 
power. To accept this argument one would have to assume that 
income must remain constant and that time is a commodity not 
worth purchasing. Since others have discovered that in the past 
consumer credit has played an important part in raising our national 
living standard and I believe will continue to do so in the future, the 
assumption that income is unaffected by the use of credit appears 
unrealistic. The observation that the use of consumer credit may 
raise national income may be seen in the writings of such pioneers 
in the literature of consumer credit as Alvin Johnson, Edwin R. A. 


272 


— = we rs ASO 


’ — "a 


uw 


we 


Discussion 273 


Seligman, and J. M. Clark. Their contributions went a long way 
toward disproving the early classical assumption that consumer 
credit was “unproductive.” Since credit has monetary aspects, the 
increased use of credit tends to increase the demand for goods and 
services thereby putting resources to work and increasing income 
which, by definition, constitutes the real purchasing power of a 
nation. These are the basic factors observed by Johnson, Seligman, 
Clark, and others. When Arthur J. Morris and sales finance com- 
pany pioneers say that the institutions they created contributed 
much to an increased national living standard, it is precisely this 
income effect to which they refer. With this I agree and I believe 
most observers will also agree. In all fairness to Professor Bartels’ 
paper, there is no attempt to disprove this thesis therein. 

On the other hand if it is accepted that the increased use of con- 
sumer credit contributes to increased income, it must also be ad- 
mitted that under certain circumstances the increased use of con- 
sumer credit may contribute to inflation. Inflation is a condition 
where the value of the aggregrate demand for goods and services 
in general exceeds the value of the aggregate supply at existing 
levels of prices. Under such circumstances, usually associated with 
high-level or over-full employment, increased producer credit, con- 
sumer credit, and government credit are all partners in contributing 
both to the high levels of production and to the existence of in- 
flation. It is in such a situation that the nation turns to the Federal 
Reserve System for a responsible monetary policy. 

Professor Bartels’ next assumption states that the case for con- 
sumer credit control rests upon the notions “that consumers use all 
the credit they can get” and the implication is that they use that 
credit in an “irrational, whimsical, and superficial” fashion. Al- 
though others may have included these as supporting arguments 
for credit regulation, I cannot. It is not the wisdom of either the 
consumer or the lending institution as to whether a loan is “good” 
or “bad” which is in question. The question is whether all the loans 
will contribute to increased production and “real” national income 
or merely to an increased “money” national income as an infla- 
tionary consequence. As long as there exists substantial competi- 
tion for consumer loans, and I am happy to report there is plenty, 
the individual lender cannot be expected (and is not qualified) to 
pass on this question. The question of whether individual loans 
are “good” or “bad,” “irrational, whimsical, or superficial,’”’ should 
be left to the judgment and jurisdiction of the individual lenders 
and borrowers themselves. In this situation the monetary authori- 
ties are not qualified to pass on the question. But it seems obvious 
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to me that the people in the Federal Reserve System are in the 
best position to decide whether an increase in the volume of con- 
sumer loans on a national scale is going to contribute to increased 
production or inflation. If some of the “good” loans which should 
not be made are in the consumer credit sector, I know of no better 
way to accomplish this end than by the tightening of the terms of 
payment. 

The next assumption of proponents of consumer credit regulation 
attacked by Professor Bartels is “that economic activity rises and 
falls in response to consumer credit buying.” This is obviously not 
the case and seems to me to be an overstatement of the arguments 
of the proponents of consumer credit control. Assuredly, consumer 
credit is but one of many complex factors which affect economic 
activity. It is not so important that if a preponderance of other 
factors pointed in one direction, action on the consumer credit front 
could negate the effect of these other factors on economic activity. 
However, if all the other factors were neutral in a given situation, 
consumer credit could conceivably originate in an upswing or down- 
swing of economic activity as well as reinforcing it. For this reason 
J. M. Clark listed consumer credit as a “strategic factor” in busi- 
ness cycle analysis. Both Gottfried Haberler and the late Rolf 
Nugent took the position that a “structural expansion” of con- 
sumer credit could exert a causal effect upon economic activity. 
Both were agreed, however, that after 1929 such a structural growth 
had probably ended and that in the future the effect of fluctuations 
in consumer credit would be merely “accelerative” on cyclical ac- 
tivity. For my part, once again, I think it doubtful that the struc- 
tural growth of consumer credit ended in 1929, but I also think 
that the distinction between “causal” and “accelerative” is largely 
academic and unimportant. As a practical matter once an inflation- 
ary fire has begun, a little protection against a gust of wind seems 
more important to getting the fire put out than chasing the culprit 
that lit the match. Similarly, I think the probability that consumer 
credit was the culprit going about causing the postwar inflations is 
pretty small. On the other hand I can mention several occasions 
in the postwar period where it helped to whip up inflationary pres- 
sures. In short, in the light of Professor Bartels’ assumption, I 
do not think consumer credit is of overriding importance but I 
cannot accept the alternative that it is unimportant. 

The last assumption deals with the proposition that an increase 
in consumers’ use of credit results in an increase in the money 
supply. In the first place I do not agree with those who measure 
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the effect of consumer credit upon economic activity by measuring 
its “probable” contribution to the expansion of the money supply. 
It should be stressed that the total monetary effect of fluctuations 
in the volume of consumer credit may be reflected in either an 
expansion of the money supply, an increased velocity of circulation 
of the existing money supply, or some combination of the two. For 
those familiar with the equation of exchange it is M times V which 
is important—not just the change in M. Professor Bartels suggests 
that “the crux of the issue is to what extent consumer credit repre- 
sents the use by debtors of other peoples’ savings and invested 
funds, and to what extent it involves recourse to banks by creditors, 
where ‘created’ funds may be loaned, increasing the circulating 
money.” This illustrates the preoccupation with the size of the 
money supply to the neglect of factors affecting the velocity of 
circulation. Also, forces affecting the size of the money supply do 
not operate independently of the demand for existing savings. For 
example, even if consumer credit were financed wholly by existing 
savings and business credit were wholly responsible for a rise in 
the money supply, it seems likely that in the event that consumer 
credit did not absorb existing savings the increase in the money 
supply would be lessened since the business credit would then 
absorb the savings. This would probably be the case since savings 
are largely institutionalized and institutions compete for invest- 
ments. If savings were not absorbed and the money supply still 
rose this would be a factor operating to slow down the velocity 
of circulation. Thus, it seems difficult to accept Professor Bartels’ 
attempt to justify a part of the total credit picture by claiming 
that it originates from a so-called non-inflationary source. For this 
reason it should be reiterated that net change in the volume of 
outstanding credit is the best indicator of the contribution of con- 
sumer credit to the monetary forces affecting economic activity 
and/or inflation. 

Before concluding it seems wise to indicate briefly the bases on 
which the case for the retention of the authority to control con- 
sumer credit should rest. First of all, the discussion should never 
be dissociated from the general framework of monetary policy. The 
objectives of monetary policy are the ends which such selective 
credit control mechanisms as Regulation W serve. I mention this 
because all too often the pros and cons of Regulation W are dis- 
cussed as if its use were completely divorced from the general 
credit control instruments. Just because during most of the period 
of its life the general instruments of monetary policy were unused 
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or unusable are we to conclude that experience has shown that 
Regulation W cannot stop inflation? Those who follow this view 
forget that the restrictive potency of Regulation W was never 
put to a test. The terms on automobiles, for example, were never 
at any time tighter than one-third down and fifteen months to pay. 
But no one has suggested that selective credit controls be the sole 
instruments of credit policy. The desirable solution in the eyes 
of this observer requires the co-ordination of the general and selec- 
tive credit control instruments in a manner making possible a 
stronger role for monetary policy in the future so that there may be 
less reliance on the “direct” controls on wages, prices, and materials 
than there has been in the past. 

We are all familiar with the “great debate” concerning the Fed- 
eral Reserve System and its powers to conduct our national mone- 
tary policies. Within our own field of economics the controversy 
still rages as to what constitutes a “proper” interest rate policy. 
The incoming political party through a platform plank has sanc- 
tioned greater “independence” for the Federal Reserve System. 
The selection of Randolph Burgess to a Treasury post seems to 
imply a more flexible interest rate policy than existed during the 
life of the previous administration. Finally, the incoming chief 
executive, in the text of his Cleveland speech (not given), indi- 
cated his support of a stronger role for monetary policy. If this 
is to be the future direction monetary policy will assume, will 
there be a need for selective credit control devices? This I do 
not know. But I am sure that the case that they may be needed 
is strong enough to urge the restoration of the power to impose 
selective credit control mechanisms in the consumer and real 
estate credit areas. The use of any of the general credit control 
instruments in a restrictive manner has the same effect—that of 
tightening credit and raising the cost of borrowing. It is well known 
among the practicing men and students of consumer credit that 
the demand for consumer loans tends to be interest-inelastic so 
they feel that rising interest rates will have little effect upon the 
aggregate demand for consumer loans. It is true that many people 
say that the demand for producer credit is interest-inelastic as 
well. But I have heard nobody say that the effect of tightened in- 
terest rates will be divided equitably among the various segments 
of the credit picture. If it is true that producer credit would have 
to bear the brunt of higher interest rates to fight inflation while 
consumer credit was little affected, the use of the selective instru- 
ments over consumer and real estate credit could restore greater 
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om equality of treatment in the general credit picture. This is the basic 
wei » case for restoration of the authority to impose selective credit regu- 
ve lation. Going a little farther, there are those who believe the mone- 


tary authorities should have the power to differentiate the treat- 
y: ment of the different credit areas as it is now empowered to do in 
le the area of stock market credit. This group feels that there is a 
need for discretionary authority to restrict credit areas selectively 
in the interest of business cycle considerations and long-run sta- 
bility. Although I personally accept both these arguments in the 
interests of a strong and stable monetary policy, those who desire 
merely the success of a flexible interest rate policy may be driven 
to the support of selective credit control as a means of attaining 
this end. In any case I agree with Professor Bartels’ suggestion that 
” Regulation W is not a dead issue nor is further consideration of it 
y academic. 
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COMPETITION IN INVESTMENT BANKING* 


Paut L. Hower 
New York University 


I. THE CoNcept oF COMPETITION IN THE CAPITAL MARKET— 
FREEDOM OF ENTRY AND ACCESS 


THE ESSENCE OF COMPETITION in the investment banking field lies 
in freedom to enter the industry and freedom to compete for the 
business on equal terms with others. Laws, however, cannot force 
equality of opportunity. They can only make it illegal for persons 
actively to oppose that equality. There are institutional and psy- 
chological barriers to freedom of access which can never be easily 
overcome such as a reputation for integrity and ability, a wide 
circle of long-established business associations, adequate capital, etc. 

The function of the capital market is to raise funds as economi- 
cally as possible and to channel them into the most productive uses. 
Monopolistic impediments which increase the costs of flotation of 
securities or waste these useful resources must be reduced to a bare 
minimum. Free and unfettered competitive enterprise has been a 
major factor in attaining the American standard of living. 

The U.S. Department of Justice (DJ) is now engaged in a Hercu- 
lean effort to prove that active monopolistic restraints on the free- 
dom to enter and to compete in the investment banking business 
currently exist. 


II. THe Antitrust Suit AGAINST THE INVESTMENT BANKERS 


The current antitrust suit is an outgrowth of the TNEC investi- 
gations of investment bankers in the late thirties. After further in- 
vestigation DJ filed on October 30, 1947, a civil complaint in 
N.Y.C. against the IBA; Morgan, Stanley; and sixteen other in- 
vestment banking firms alleging a conspiracy to monopolize the 
securities business in violation of the Sherman Act. The formal 
trial began November 1950. Two years later, with over 18,000 
pages of record and thousands of exhibits the DJ had not yet con- 
cluded the presentation of its case. DJ soon withdrew its charge 

* Space limitations make it impossible to include the paper presented by Professor 
Howell in its entirety. The complete text of Professor Howell’s paper, revised to include 


trial developments to April 1, 1953, is scheduled to appear in the May-June, 1953, issue 
of the Harvard Business Review. 


278 


ies 
he 
ce 
ns 
y- 


Competition in Investment Banking 279 


against the IBA upon Judge H. R. Medina’s contention that it in- 
fringed the right of free speech of a trade association. 

The gravamen of the complaint is that there is an unwritten 
code of ethics, a custom or pattern of operation which, when viewed 
in its entirely, amounts to and has the effect of restraining active 
competition in the investment banking business. It is contended that 
there is a “conscious parallelism of action” which amounts to a 
conspiracy as that term has been broadened by recent antitrust 
cases. This conspiracy centers around three main alleged practices 
or concepts: (1) the traditional banker for an issuer; (2) the en- 
titlement to a historical position in an underwriting syndicate; 
and (3) reciprocity in underwriting participations among the de- 
fendants. The unique aspect about this code is that the restraint 
is not so much on others as it is a self-imposed restraint not to 
compete. 

It is alleged that the three parts of the code or triple concept 
all work together to form an integrated operation, the result of 
which is to stifle competition. Recognition of a traditional banker, 
the maintenance of the historical position of others in the syndicate 
account and the discipline of reciprocity, make a very tight situa- 
tion, effectively preventing access or entry of other firms to com- 
pete for the business. 

Judge Medina has stated that the “triple concept is the heart of 
the case.” The government must prove the existence of the prac- 
tices, and secondly that these practices result in preventing active 
competition among Club 17, or in preventing outsiders from get- 
ting access to the business. Failing to substantiate the triple con- 
cept and the code of self-restraint it represents, the conspiracy falls. 

The defendants, among other things, deny the existence of any 
code recognizing a traditional banker or that other bankers refuse 
to compete for business. They point to changes in banking rela- 
tionships over the years both as to originating bankers and as to 
the makeup of the syndicate accounts. Where there has been a con- 
tinuity of banker-issuer relations it is explained as being only 
natural for the so-called traditional banker to try to maintain a 
business connection once he has established it. Other bankers know 
it is extremely difficult to attract a customer when he has satis- 
factory relationships elsewhere. Mutual sharing of business is in- 
herent where others must be invited in to carry out the legitimate 
objective of sharing the underwriting risk and to assist in the dis- 
tribution of the securities. 

DJ’s evidence is mostly intangible, subtle, circumstantial, and 
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inferential, often hearsay in nature. This is not a firm foundation 
for a solid finding of fact upon which to promulgate a decree to 
govern the future. 

What is really disturbing, assuming DJ sustains its conspiracy 
charge, is that it will rest on evidence which is preponderantly 
more than ten years old and on a set of conditions which do not 
exist today. A decree based on prewar data would be irrelevant to 
the postwar economy. 


III. Tue ALLEGATION oF Price FIxING IN SECURITY SYNDICATION 


A second major offense charged by DJ is that the defendant 
bankers have by agreement and concert of action engaged in the 
restrictive practice of fixing uniform and non-competitive price 
structures for the securities which they merchandise through a 
banking syndicate. Price fixing is charged at several points: a uni- 
form several purchase price from the issuer; a uniform public 
offering price; a uniform dealers’ concession; and price stabiliza- 
tion activities. These well-known and long-practiced customs DJ 
now condemns as an illegal restraint on price competition. 

Because of the sharpness of the law eliminating reasonableness 
as a consideration and making price fixing an illegal act per se and 
the factual definiteness with which price fixing can usually be de- 
termined as contrasted with conspiracy, the price-fixing charge is 
difficult to rebut. Defendants rely heavily on Brandeis’ reasoning 
in the Chicago Board of Trade case (246 U.S. 321, 1918) and the 
economic reasoning of the SEC in the NASD disciplinary case (19 
SEC 424, 1945). In reviewing the activities occurring during the 
distribution of the PSI bonds the SEC summarized its views on the 
application of the antitrust laws to the securities field as follows: 


.. . The mere making of agreements containing provisions for a fixed offering 
price, price maintenance and stabilization is not per se unlawful. But, like many 
other contracts, these may be entered into and performed under circumstances 
that amount to an unlawful suppression of competition. We have already noted 
certain factors by which the lawfulness of the syndicate may be judged. Among 
these are: the size of the group in relation to the size of the issue, the suppres- 
sion of competiton in bidding or negotiating for business, and the duration of a 
syndicate dictated by manager and major underwriters. 


Modern high-speed large-scale securities distribution requires 
the co-ordinated and integrated action of the syndicate. A judicial 
destruction of the unitary approach to securities distribution would 
have the undesirable results of prolonging the sales period, increas- 
ing the risk, lowering the price to issuers and increasing the under- 
writing spreads. 
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IV. Monopouistic CONCENTRATION OF THE INVESTMENT 
BANKING BUSINESS 


DJ, following the lead of the TNEC, has made tabulations which 
purport to measure the monopolistic concentration in the invest- 
ment banking business. The tabulations show the amount of busi- 
ness managed by the defendants from 1939 to 1947. This gives a 
misleading and erroneous impression for the following reasons: 

1. Tabulations made by the writer from SEC data for 1948-51 
show that the degree of concentration has declined considerably for 
Club 17 in the postwar period. 

2. Much of the concentration results from business secured 
through competitive bidding and certainly is not monopolistic in 
character. 

3. A better measure of concentration is participations, not man- 
agerships, because this represents the greater part of the under- 
writing spread. It is found that Club 17 “dominates” less than 20 
per cent of the total underwriting participations in the postwar 
period. 


V. CoMPETITIVE ForcEs IN INVESTMENT BANKING TODAY 


In the postwar economy powerful forces have developed which 
made a great deal of competition for investment bankers. First, 
there is the substitution of internal financing for market financing. 
Fifty-seven per cent of postwar corporate expansion has been by 
means of retained earnings and depreciation. This short circuits the 
capital market entirely and eliminates the need for investment 
banking intermediaries. 

Secondly, there is increasing competition from intermediary in- 
vesting institutions, like insurance companies, which invest or loan 
directly to business. Direct placements of the insurance companies, 
term loans of comercial banks, conditional sales contracts, and sale 
and leaseback arrangements have eliminated the investment banker 
in a large and growing area. This is indeed severe competition. 

Thirdly, the recent growth of competitive bidding for rail and 
utility securities has greatly increased the competition among the 
investment bankers themselves. Sealed bidding has had the effect 
of increasing arms’-length bargaining; eliminating possible monopo- 
listic domination; decreasing the profit margins until they are 
barely compensatory; and eliminating any possibility of a tradi- 
tional banker. 

Fourthly, corporations have recently developed techniques of 
raising capital which have resulted in eliminating or greatly reduc- 
ing the need for investment bankers. For example, ATT, through 
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the medium of stockholder subscription rights to convertible bonds, 
has raised nearly $3.0 billion of capital without the aid of any 
bankers since the close of the war. Electric and gas utilities have 
been signally successful in raising funds through selling additional 
common stock to old shareholders through rights to subscribe to 
additional common stock, with or without a dealer’s fee for the 
exercise of the warrants. 


VI. SumMARY AND CONCLUSIONS 


The crux of competition in investment banking is the freedom 
of entry or opportunity to compete for business. The gradual rise of 
new firms, and the decline, sometimes precipitiously, of old firms 
show that fundamental underlying forces of competition are at 
work. The former concentration of managerships has declined and 
dispersed. 

Competitive forces in the capital market, both within and out- 
side of the investment banking business have shown great growth 
and vigor during the decade of the forties. Revolutionary changes 
have taken place in the capital market and underwriting tech- 
niques during the past decade, such as the growth of internal 
financing, private placements, competitive bidding, issuance of 
convertible bonds and other rights financing without an underwrit- 
ing. These have so narrowed the field by excluding the bankers or 
by sharpening competition that the area left to monopolize is al- 
most negligible. In fact, competition for the remaining business is 
extremely intense and the profits obtained certainly not monopolistic 
in character or amount. 

DJ’s charges of a conspiracy to restrain trade are based pri- 
marily on prewar thinking and conditions. Due to economic changes 
nothing significant can come out of this antitrust suit. The relief 
requested, namely, that the major defendants be enjoined from 
working together is unrealistic in that there is not enough under- 
writing capital in the business to carry large issues if they do 
not combine forces in a syndicate. The charge of price fixing is 
based upon an artifical concept of the nature of securities distribu- 
tion through underwriting syndicates. 
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